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PREFACE 


Economists HA^T; long complained that national governments seldom 
pay much attention to their recommendations for national economic 
policy. Then in 1946 the Congress of the United States passed the 
Employment AcL Volumes of testimony by economists from all schools 
of thinking, giAung prescriptions on hoiv tlie objectives of this measure 
can best be attained, have since been recorded. This Act not only 
placed the Federal government in the business of planning for full 
employment, but it also created the Council of Economic Advisers, 
tlie Joint Economic Committee, and the President’s Annual Economic 
Report. 

The purpose of this book is to examine these Reports (after a 
suiT’ey of the Employment Act), beginning ivdth the first one for 1947, 
and to depict their influence on the formulation of national economic 
policy since then. "We iwU consider both the Reports of tlie President 
and tlie supporting materials ivhich constitute the Council’s Report 
to the President. 

To shoiv the development of the various types of economic policies 
in the Presidential and Council Economic Reports our procedure has 
been as folloivs. For Reports between 1947 and 1959, is’e have sum- 
marized, in the main, the salient features of policy formulations. Be- 
ginning is'ith tlie 1960 Report, hoivever, our approacli has been to 
cite die policy area and dien to present excerpts from die Reports so 
diat the reader can read the actual language and folloiv the develop- 
ment of die various policies and recommendations over a period of 
time. "We have abstracted litde from the earlier Reports for two 
reasons: mucli of the material noi\' is basically^ of historical import; 
and many of these earlier ideas have been incorporated in the later 
Reports. 

In general, for die Reports prior to 1960, excerpts from die Presi- 
dent’s summary of die preceding year are given. From several Reports 
ive have abstracted the policy' recommendations. Where the Reports 
present analytical and philosophical studies is'e present samples of 
these. 

Ever since die publicadon of the Presidendal Economic Reports 
teacliers of economics have been supplied ividi diis excellent series 
of documents that has proved most valuable in their varied courses. 
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vi PREFACE 

As the number of Reports has increased since tlie first one, however, 
it has become increasingly difficult and cumbersome to renetv all of 
these in a given class. Tliis volume aims to help botl^ tlie instructor 
and tlie student in following die Economic Reports over the years, by 
reviewing the major issues discussed in them. 

The author wishes to diank Dr. Mark Perlman, Chairman and 
Professor of die Department of Economics, University of Pittsburgh, 
for his guidance and inspiration; and the editorial staff of D. Van 
Nostrand for dieir excellent assistance throughout the preparation 
of this volume. 


Reuben E. Slesinger 



CONTENTS 


Preface 

Introduction 

Part One: THE EAIPLOlTvIENT ACT OF 1946: THE 
MEASURE AND ITS BACKGROUND 

1. The Employment Act of 1946 

Part Tivo: THE EARLY ECONO^HC REPORTS 

2. Re\te\v of President Trui-lan’s Reports (1947-1953) 

The First EcoDomic Report 
President Tniman's Economic Report of 1948 
President Truman’s Economic Report of 1950 
Report of the Conndl of Economic Ad-iisers, 1950 
President Truman’s Economic Report of 1951 
Report of the Council of Economic Advisers. 1951 
President Tmman's Economic Report or 1952 
President Tmman's Economic Report of 1953 



V 

1 


6 

11 

13 

13 

15 

19 

22 

26 

27 

29 

31 


40 

42 



\T.ll CONTENTS 


President Kennedy’s Economic Report of 1962 58 

President Johnson’s Economic Report of 1965 61 

Report of the Council of Economic Advisers, 1965 62 

President Johnson’s Economic Report of 1966 63 

President Johnson’s Economic Report of 1967 64 

5. Full Employment and Stabilization 66 

\heivs of the Council of Economic Advisers, 1962 66 

^'icivs of tlie Council of Economic Advisers, 1964 74 

^hews of President Johnson, Economic Report of 1966 76 

^ueivs of President Johnson, Economic Report of 1967 85 

6. Prices, CoMPETmoN, and Market Structcre 89 

\'ieivs of the Council of Economic Ad^’isers, 1962 89 

\’iei\*s of the Council of Economic Advisers, 1965 93 

V'ieivs of the Council of Economic Advisers, 1967 97 

7. "Wage-Price GuroEPOsrs 100 

Statement of President Kennedy, Economic Report 
of 1962 100 

Views of the Council of Economic Ad\*isers, 1962—1964 101 

Views of President Johnson, Economic Report of 1965 111 

A’ieivs of the Council of Economic Adrisers, 1965—1967 112 

8. Policies for Economic Growth 128 

Analysis of Economic Groivth, Economic Report of 1960 128 

Request of President Kennedy, Economic Report of 1962 134 

Report of the Economic Council, 1962 136 

\'iews of President Kennedy, Economic Report of 1963 140 

Recommendations of tlie Economic Council, 1963 141 

Report of the Economic Council, 1964 142 

Report of tlie Economic Council, 1965 144 

Report of the Economic Council, 1967 147 

9. Fiscal Policy, Including Debt Management 150 

Fiscal Poliq' in a Groiving Economy, Economic Report 
of 1964 150 

Views of President Kennedy, Economic Report of 1962 151 

Vieics of the Council of Economic Advisers, 1963 152 

The Case for Tax Reduction, President Kennedy’s 
Economic Report of 1963 163 

The Revenue Act of 1964 HO 


COXTEN-IS IS 

The iP3T Approach. President Johnson's 1957 Economic 
Report ISO 

10. MorcHTAnY Foiccy iS5 

The Role of Monetorv* Policy IS5 

Relationship Bettceen Fiscal and Monemr}- Policn* 1S5 

\'ie''-\'s of the Conncil of Economic AdYisers 190 

11. Thy Balaycs on P.\Y>tEn'TS axd Othys. IxmnYATioYAL 

Ecoxorctc Ponicms 194 

The Balance-of-Payments Problem 194 

Reconnnencntions in the Economic Report of 1952 I9S 
^'iet^^ of the Cormcn of Economic Ad'x'isers, 1955 201 

The Trade Expansion Act of 1952 205 

Development Assistance and Trade Expansion 20S 

I'iesxn of the Conncil of Economic Advisers. 1954 20S 

Amelioration of B-aionce-of-Pavnient Deficit 212 

O'oiectives of Interna tionoi Economic Policy 215 

Metvs of President Johnson. Economic Report of 1957 217 


12. hrtsnmxAxsor's Eooxomic Problyms .yxi) Policies 
(1> Unemplo'vment 
(2' Frdi Employment Snrpins 
(51 Xadonol Income Acconnts Budget 
(41 Antomation 
(5) Poverty 
(5'' Acricnknre 


P.AYT Fonn: RECOMMEXDATIOX TO STRENGTHEN 
THE ECONOMT 



INTRODUCTION 


The reports from 1947 on have undergone change in both format and 
content. For the years 1947—1952, t'vro reports "^rere submitted: one 
in Januar)'^ and one in July. The latter, tlie mid-year Report, essentially 
tras an updating of tlie January one. It is interesting to note tliat tlie 
subjects selected for treatment in tire first Report (1947) — tlie revieis* 
of tlie preceding year, prices, ivages, profits, employment, production, 
stabilization, budgetar)' and fiscal policy, credit and monetar}' policy, 
and international economies — have continued, in tlie main, to con- 
stitute tlie heart of the succeeding Reports, although ivdth changes in 
emphasis. As tlie years moved on, more elaborate statistical informa- 
tion has been included as a significant feature. Beginning iritli the 1949 
Report, die President started die document i\ddi his oira report iviiich 
became a radier lengdiy revieir of the nation’s economic healdi. This 
was folloi\'ed by a detailed report of several chapters by die Council 
of Economic Advisers. The Council’s Report became essendally an 
analydcal and statistical support for die President’s more general re- 
viel\^ In effect, the President’s Report gave die summar}' and die frame- 
iv’ork and die Council’s Report filled in the details. 

In some instances, I'aluable appendices presendng detailed discus- 
sions of special problem areas have been included in the Reports. Some 
of die earlier Reports also included a helpful secdon diat summarized 
bodi die important legisladve recommendations and die significant 
economic administradve and legislative acdons of the preceding year. 

Considered as a total document, die Reports may be classified as 
being concerned primarily inth macro-economics. In general, diose of 
President Truman leaned toirard a greater reliance on die role of 
government than did those of his successor, Eisenhoiver. The Reports 
of President Eisenhower (1954—1961) differed in format. Instead of the 
diiTsion into the President’s and the Council’s Reports, the document 
ivas submitted to Congress as die Report of die President accompanied 
by a feiv-page letter of transmittal. The cliapters that folloired, hoir- 
ever, differed litde from the prior Council Reports. A greater emphasis 
was placed on die need for recognizing and strengdiening die institu- 
tions of free-enterprise in American society. 

1 
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The Reports from 1962 on returned to the earlier format and tvere 
dh'ided into a section containing the President’s Report and the 
Annual Report of the Council of Economic Advisers. Also, in the more 
recent ones, one can see the shift to more reliance on an increasing role 
for government in promoting and sustaining economic grov/th. 

The typical Report outlines a series of proposals for economic legis- 
lation, reflecting the current economic problems. The Council Report 
mves backCTound detail for the President’s recommendations. The 

o ^ 

Council Reports become significant examinations of the status of cur- 
rent Federal government policy on economic affairs. In many instances. 
Federal policy has evolved tliroughout die years, appearing in one 
Report as a suggestion and then re-appearing later as a positive program. 

In the presentation that foilov.-s, v/e vrill select a series of basic eco- 
nomic problems and policies and trace hotv these have been approached 
through comments and suggestions in the various Reports. In this man- 
ner, it is possible also to trace the influence of these Reports on the 
making of national economic policy in the United States. 

In spanning the report years from 1947 to 1967, ive note that the 
heart of the 1967 Report is not much different from that of its prede- 
cessors so far as topics of coverage are concerned. It examines the sig- 
nificant economic events of the past year; rerieivs problems of fiscal 
policy, monetary policy, prices, and stabilization; describes economic 
policy in general; presents international economic policies; and exam- 
ines the intricacies of groivth. This last Report delves further than its 
predecessors, however, into policies to aid the disadvantaged, and also 
reflects the economic impact of the activities in Vietnam. 



PART ONE 


* * * 

The Employment Act of 1946: 
The Measure and Its Background 


Serious concern o^'ER miemplo)nieiit attendant to demobilization 
after ^Vorld "W^ar II ivas expressed long before 1946. In fact, the ivar 
iras under tray only for a short ivhile irhen the National Resources 
Planning Board in 1942 expressed tlie thought that a program of full 
emplo)Tnent and expansion ivould be necessary after the irar, and that 
such a program had to be pursued ivith ^'igor. The Board declared that 
it isns the responsibility of the Federal government to promote high 
levels of production and consumption, and to assure full emplo}'ment. 

The idea that a national government should undensaite full em- 
plo}ment, although somewhat novel in the United States, is-as not 
unknown. Aside from the Ke^mesian prKcription that called for gov- 
ernmental contracyclical spending during recessionary periods, the 
British had die proposal by Sir 'William Beveridge that the national 
government should provide a nadonal emplo}ment budget (supported 
by national expenditures) that ivould supplement private investment 
and expenditure so as to proiade for full empIo}TQent- (See Beveridge, 
Full ET}:pIoyment in a Free Society.) 

Although the National Resources Planning Board ivais dissolved in 
1943, its emphasis on full emplo}ment did focus attention on this prob- 
lem. Early in 1944, President Roosevelt declared that ever^-body had a 
right to a job. Belief in this right to a remunerative job ivas non- 
partisan. Republicans as ivell as Democrats expressed \iews that each 
American ivas entitled to a job, and in varying i\-ays indicated that the 
Federal government had a responsibility to proUde such a job if the 
primte sector did not create sufficient employment opportunities. 

As it became evident that Allied ■v'ictory in 'World 'War II ims near, 
anxiety over tlie effects of post-irar unemployment increased. The fear 
ivns accentuated by the picture of tlie demobilization, ivithin a short 
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mention the President’s responsibility to guard against inflation, defla- 
tion, and monopolistic practices as diese might hiterfere irith reaching 
full employment. It may be assumed, from tlie nature of tlie debate, 
howei’er, tliat no intent existed to reduce unemployment to zero, but 
ratlier to a minimum (perhaps accepting voluntary unemployment) 
consistent irith tlie idea of full employment. 

As tlie debate ensued, several amendments is’ere susrsrested. A simifi- 
cant one changed the idea of the Federal government’s total respon- 
sibility for full employment to that of engaging in public irorks 
programs only^ to the extent consistent iritli the government’s total 
program of needs and obligations, rather tlian as a balancing force. 
Some opponents argued tliat the measure ivould call for permanent 
government deficits, and tlius called for accompanying tax cuts. Otliers 
expressed a fear lest the governmental programs might actually hurt 
the priinte economy', and tliereby reduce the volume of employment 
in that sector. 

Meanidiile, economic conditions in 1945 improi'ed. A number of 
factors merged to bring about not recession, but expansion and some 
inflation. Differences of opinion appeared between leading Senate and 
House members over tlie merits of tlie “full employment concept.” 
Pressure mounted to dilute the possible governmental responsibility 
for full employment as irell as to delete references to the right to ivork. 
Instead of “full employment” it ivas suggested that the measure focus 
on a “high lei-el” of employment. The idea of an annual economic 
report was suggested instead of tlie President's economic budget. A 
council of economic advisers, as ivell as a joint economic committee, 
also ivas suggested. 

President Truman iras not generally in favor of these compromises, 
and in his report to Congress early in 1946 he reiterated his desire for 
a “full” employment measure. 

Finally on 20 February' 1946, President Truman signed into law the 
Employment Act of 1946. This measure represented a far departure 
from the original iMurray full employment bill, and noirhere did it 
mention the phrase “full employment.” 
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rent and foreseeable trends in the levels of employment, production, and 
purchasing po'^rer; (S) a re'V’ietv of the economic program of the Federal 
Government and a re\Tev" of economic conditions affecting employment 
in the United States or any considerable portion thereof during the pre- 
ceding year and of their effect upon employment, production, and pur- 
chasing pov’er; and (4) a program for carrying out the policy’^ declared 
in section 2, togedier Avitli such recommendations for legislation as he 
may deem necessary or desirable. 

(b) The President may' transmit from time to time to the Congress 
reports supplementary' to tlie Economic Report, each of '^vhich shall 
include such supplementary' or revised recommendations as he may' deem 
necessary' or desirable to acliieve the poliq' declared in section 2. 

(c) The Economic Report, and all supplementary' reports transmitted 
under subsection (b) of this section, shall, ishen transmitted to Congress, 
be referred to the joint committee created by section 5. . . . 

COUNCIL OF ECONOMIC ADVISERS TO THE PRESIDENT 

Sec. 4. (a) There is hereby created in the Executive Office of the Presi- 
dent a Coimcil of Economic Ad\isers (hereinafter called the “Coimdr*). 
The Council shall be composed of three members ^vho shall be appointed 
by the President, by and 'vsdth the addce and consent of the Senate, and 
each of whom shall be a person Asho, as a result of his training, experi- 
ence, and attainments is exceptionally qualified to analy'ze and interpret 
economic developments, to appraise programs and actiddes of the 
Government in the light of tlie policy declared in section 2, and to 
formulate and recommend nadonal economic policy' to promote employ'- 
ment, producdon, and purcliasing poiver under free compeddve enter- 
prise. The President sliall designate one of the members of the Council 
as Chairman. 

(b) The Council is authorized to employ', and fix the compensadon 
of, sudi spedalists and other experts as may be necessary' for the carry'ing 
out of its funcdons imder this Act, ^rithout regard to the ddl service 
laws and the aassificadon Act of 1949, as amended, and is authorized, 
subject to tlie ddl service la^vs, to employ such other officers and em- 
ployees as may be necessary' for carrying out its funcdons under this Act, 
and fix their compensadon in accordance ivith the Classificadon Act of 
1949, as amended. 

(c) It shall be the duty' and funcdon of the Coundl — 

(1) to assist and advise the President in the preparation of the 
Economic Report; 

(2) to gather timely and authoritative information concerning 
economic developments and economic trends, both current and pro- 
specti've, to analyse and interpret such information in the light of 
the policy declared in section 2 for the purpose of determining 
'whether such developments and trends are interfering, or are likely 
to interfere, 'vv'ith the achie'V'ement of such poliq', and to compile 
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and submit to the President studies relating to such developments 
and trends; 

(3) to appraise the various programs and activities of the Federal 
Government in the Kght of the policy declared in section 2 for the 
purpose of determining the extent to which such programs and 
acriy-ities are contributing, and the extent to 'tvhich they are not con- 
tributing, to the achievement of such poKcy and to make recom- 
mendations to the President vrith respect thereto; 

(4) to develop and recommend to the President national economic 
policies to foster and promote free competitive enterprise, to avoid 
economic fiuctuations or to diminish the effects thereof, and to 
maintain employment, production, and purchasing po^^ver; 

(5) to make and furnish such studies, reports thereon, and recom- 
mendations mth respect to matters of Federal economic policy and 
legislation as the President may request, 

(d) The Council shall make an annual report to the President in De- 
cember of each year. 

(e) In exercising its powers, functions, and duties under this Act — 

(1) the Council may constitute such advisory committees and may 
consult vrith such representatives of industry^ agriculture, labor, 
consumers. State and local governments, and other groups as it 
deems advisable; 

(2) the Council shalL to the fullest extent possible, utilize the ser- 
Tices, facilities, and information (including statistical information) 
of other Govemment agendes as vidl as of private research agendas, 
in order that duplication of effort and er^pense may be avoided. 

(f) To enable the Council to exerdse its powers, functions, and duties 
under this Act, there are authorized to be appropriated such sums as 
may be necessary. . . . 


JOINT ECONONnC CONINXmLE 

Sec. 5. (a) There is hereby established a Joint Economic Committee, 
to be composed of eight Members of the Senate, to be appointed by the 
President of the Senate, and eight Members of the House of Representa- 
tives, to be appointed by the Speaker of the House of Representatives. In 
each case, the majority partj'* shall be represented fay five members and 
the minority party shall be represented by three members. 

(b) It shall be the function of the joint committee — 

(1) to make a continuing study of matters relating to the Eco- 
nomic Report; 

(2) to study means of coordinating programs in order to further 
the policy of this Act; and 

(S) as a guide to the several committees of the Congress dealing 
with I^islation relating to the Economic Report, not later than 
March 1, of each year (beginning '^vith the jear 1947) to file a report 
vith the Senate and the House of Representatives containing its 
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findings and recommendations tv'itli respect to eacli of the main 
recommendations made by the President in the Economic Report, 
and from time to time to make such other reports and recommenda- 
tions to the Senate and House of Representatives as it deems ad- 
Hsable. . . . 

It is apparent in reviewing the Act that it carefully avoided refer- 
ence to die phrase “full emplotTnent,” but instead spoke of a maxi- 
mization of emplotTuent, producdon, and purcliasing power. This 
gave rise to an endless debate about die trade-off bettveen increased 
empio}Tnent and infladon, on die one hand, and lesser emplo}Taent 
and price stability, on the other. Much of the phraseology' is somewhat 
vague and normadve in its expression. There is an endorsement of 
die free enterprise system, and mention that the acd\ides of the Fed- 
eral government are to be idthin die bounds of sucli an economic 
organization. The Federal government is not compelled to present an 
economic employment budget. Instead, the policy is declared to be 
one diat. consistent 'widi needs, obligations, and national considera- 
dons, ■will foster a climate m which die triumvirate of objecdves 
(employment, purcliasing potver, and producdon) tvill be obtained. 

It is litde wonder, dien. that the advocates of the original Murray 
Bill tvere quite disappointed, arguing that the measure not only -was 
r-ague but provided no guarantees for anybody. 



PART TWO 


★ * * 

The Early Economic Reports 


In Part II, ^ve present sample highlights from the reports submitted 
by President Truman and the ones transmitted by President Eisen- 
hotver (tlirough 1959). Since much of tlie material in these earlier 
reports is historical notr and is of interest to us more by way of under- 
standing tlte past tlian of influencing current policy, tre have culled 
tliem to give tlie reader a sample of tlie t}pes of problems discussed, 
rather tiian a breakdowm according to the policies themselves. This 
latter npe of approach remains to be used for tlie reports issued from 
1960 onirard. 


II 
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rise in the cost of li%ing and in the national production since it 
enacted. . . . 


LONG-RANGE PROGRAM 

The WTir has left us a tremendously increased productive potential, and 
further increases are in store. In order to keep our expanding economic 
activity in line 'vvdth oiu grooving capacities, the extraordinar}' posC^var 
demand that ^ve enjoy today must be transformed into sustained demand 
of an expanding peacetime economy. 

Elimination of '^vartime controls does not mean that ivnnt to go 
back to the size of economy ^ve had before the '^snr. The possibilities and 
requirements of a sustained 200-billion-dollar economy differ from those 
of an imstable lOO-billion-doUar economy. 

A 'variety of measures 'i\ill be needed to fortify the basic structure of 
the American economy before the transformation from '^v’ar and recon- 
version to a high'Consiunption peacetime economy is completed. Wc are 
still at the threshold in formulating a program of consistent policies 
designed to give business, agriculture, and labor the opportunities '^vhich 
are en\isaged in Emplo}'ment Act. 

A long-range program designed to strengthen the structure of the Amer- 
ican economy should include policies to'ss'ard: 

1, Efficient utilization of the labor force; 

2. Maximum utilization of productive resources; 

S. Encouragement of free competitive enterprise; 

4. Promoting welfare, health and seauity; 

5. Cooperation in international economic relations; 

6. Combating economic fluctuations. 

The mid-year Report for 1947 covered much the same ground as did 
tlie basic Report, and ser\^ed primarily to up-date data and economic 
behavior. 

President Tniman's Economic Report of 194S 

The 1948 Economic Report '^vas more than double the size of its 
predecessor, and introduced a format that set the style for many of the 
more recent Reports. 'We excerpt some of the materials from the fore- 
'^vord, siimmar}-, and statement of objectives (pp. 1-6). 

PRICES, '^VAGES, PROFITS, AND INFLATION IN 1947 

At the time of the first Economic Report a year ago, I 'vsTimed against 
the danger of advancing prices, '^vhich would undermine our structure o£ 
national prosperity. I strongly urged businessmen to bring prices into 
line with the requirements of a stabilized economy. I called upon ivorkers 
to limit their demands for AvTige increases to those situations where '^s'ages 
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were substandard or where wage increases would not necessitate higher 
prices, I called for the holding of public -works doivn to the minimum of 
necessity and called upon procurement agencies to avoid practices that 
would stimulate price increases. . . . 

The record of prices, wages and profits during 1947 sho-iv's ho-iv they 
fed upon one another in a developing process of inflation. In spite of 
the heartening production record of the year, this inflationary trend was 
profoundly disturbing. It not only produced great inequities among our 
people, but also created the danger of a serious setback. 

Tlie purposes of the Employment Act are beginning to meet their first 
real test. Unless we as a nation show an ability to impose restraints upon 
ourselves and to utilize the machinery of our representative government 
to devise -^veil-considered regulatory measures, -we stand in great danger 
that runa-way prices, overextended credit, and unbalanced developments 
-will lead to an economic recession. W^’e cannot be sure that such a reces- 
sion would not be severe and recovery slow and painful. 

OBJECTIVES FOR 1948 

The first objective for 1948 must be to halt the inflationary trend. On 
November 17, I recommended to the Congress a ten-point program for 
this purpose. Eveiy' point in that program is essential. 

The nature of the inflation from which we are suffering arises in part 
from the total excess of buying power over the available supply of goods 
and in part from relative scarcities at strategic points in the economy 
which give impetus to particular price-wage spirals. 

To deal tnth these two phases of inflation, my ten-point program 
diUdes into three main parts. First, it proposes appropriate restraints 
upon business credit and consumer credit and commodity speculation. 
Second, to deal with the scarcities at strategic spots in the economy, it 
calls for authority to allocate to their most efficient and necessary uses 
those scarce commodities and services which enter basically into the cost 
of living or industrial production. And third, it calls for the extension 
and strengthening of rent control, and for authority to impose rationing 
and price control on a highly selectiv^e basis on items of outstanding im- 
portance to industrial production or to the cost of living so that these 
powers may be used promptly to protect the public if other measures 
prove inadequate. 

As I have made dear in a statement on December 29, the three points 
in my ten-point program which were enacted in the spedal session of 
the Congress are necessary but insuffident. The other seven points are 
needed, needed badly, and needed promptly. 

This program, vv'hich the situation requires, does not lessen the need 
for v'oluntar)' restraint. This applies both to those who price goods and 
those who buy goods. No program undertaken by the Government can 
succeed unless it is accompanied by public cooperation based upon a 
realization of common dangers and common objectives. 
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Taxes at present are pro^•iding revenues substantially lai-ger tlian ex- 
penditures. It is important to maintain tliis favorable balance as long as 
tbe inflationar\' trend continues. However, certain adjustments need to 
be made immediately in order to protect those in tlie lower income 
groups hit hardest by inflation. 

Oxtr second main objective for 194S should be to maintain maximtnn 
emplo)’ment, achieve maximum production, and adjust the price-income 
structure so as to stop the inflationar)- spiral -^dthout production cutbacks 
or extensive unemplojanenL 

More production tliis year tvall help in combatting inflation, but there 
is no possibility of enough additional production dais year to overcome 
inflation 'without other measures. In fact, if these other measmes are not 
tmdertaken, inflation may cause sudi disruption of our economy as to 
drive production and emplo}‘ment do'wnts'ard. 

"With healthy adjustments in our economy adiieved during the year, 
our empIo)Tnent objective should be to absorb in useful trork the net 
increase of 700,000 additional people in the labor force. This tvould 
mean an average of nearly 59 million jobs for the year as a tvhole, con- 
trasted "^vith about 5S million as the year’s average for 1947. 

Our objective for production should be to increase the total output of 
goods and services by some o percent above 1947. 

Oiir third main objective for 194S should be to establish firmer founda- 
tions for the long-range gro\s'th and prosperity of our economy in the 
years ahead. . . . 

In subsequent cliapters, the Report discussed long-range objectives 
for a high-production economy. Hope ts-as expressed that industrial 
■wage-price-profit policies tvould be equitable and tvould be achieved 
■without compulsion. Emphasis tvas placed on the fact tliat a larger flotv 
of income to consumer's is necessat)' for the balanced expansion of the 
economy. 

The levels of economic actodty ts'ere described in detail and concern 
tvas expressed over the uptrard trend of prices. Inflationary' forces at 
that time "were associated mainly ts’itli excesses in demand. A clear 
statement of 'why' inflation is dangerous folloived, and "we note present 
that statement (pp. 4S-44). 

tS'HY INFLATION IS DANGEROUS 

Dming the comse of an inflationary movement there are many 'ivho 
find it difBcuIt to think that anytliing is vTong. There is a ready market, 
everyone is employ'ed, irages ai'e good, production is high, profits are 
good, and industrial capacity is being expanded. 

There are some, indeed, "ivlio find real merit in the situation. They 
say tlrat the cure for specific shortages is still higher prices. They expect 
that these 1x111 stimulate larger output and restore balance. But this is 
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a vain hope. The stubborn and intractable fact about an economy al- 
ready operating at peak levels is that output cannot be expanded except 
by slow degrees. 

Nor are the immediate consequences of inflation as favorable as super- 
ficially appears. Some people are gaining at the expense of others. The 
heavy weight of higher costs of living bears down upon the millions of 
families who are unable to keep up with the advancing prices. Economic 
relations degenerate into a hectic struggle to catch up or keep ahead. No 
firm basis can be established for orderly and stable progress. 

But what most fully justifies every effort to halt an inflation is the cer- 
tainty that, if it runs its course unimpeded, it will spread in its wake the 
disaster of falling markets, unemployment, and business losses. A rapid 
general rise in prices has the effect of unduly bunching investment in 
inventories and equipment at early dates and according to distorted cal- 
culations of possible profit. It induces investments, many of which will 
not pay out. 

Rising prices breed upon easy access to credit, which supports the 
trend. They introduce speculative activities which also support the trend. 
They produce a price structure which is increasingly sensitive and pre- 
carious and vulnerable to changes in business and consumer expectations, 
spending, and investment. 

At whatever point these developments induce a reversal of business 
sentiment or a ivithholding of consumer demand, some markets weaken, 
with a spreading impact. Caution dictates the withholding of demand. 
Buying for inventory, capital expansion, and consumption declines. A 
decline of production necessarily follows, spreading unemployment and 
loss of income from point to point in a widening and deepening down- 
Avard spiral. 

These developments are not inescapable. A well-designed program of 
measures to combat the inflationary trend will permit us to reach a state 
of economic stability without an interlude of severe depression. . . . 

The 1949 Report introduced the idea of a separation between the 
resident’s Report per se and the annual review and Report of his 
ouncil of Economic Advisers. The Report began with a description 
c the sources of our economic strength. A series of legislative recom- 
lendations then followed, colored primarily by fears of inflation, 
'hus, the Report argued that it was . essential to sound fiscal 
olicy to have a budget surplus noiv.” Various types of controls were 
illed for such as over credit, rent, and exports. 

By 1949, the Council’s review of economic conditions took on the 
)rm that it has used in recent years and furnished the analytical and 
atistical support for the President’s revieiv and summary. The Coun- 
1 discussed the course of employment and production, prices, w'ages, 
id profits. It further analyzed the proposed national goals and indi- 



RE\^IE\V OF PRESIDENT TRUMAN’s REPORTS 19 


Gated tiae need for action in connection ^vitli fiscal and monetar)^ poli- 
cies, critical shortages, rents, and prices. The ingredients of balanced 
economic gro^vtli received special attention, especially from tlie point 
of view of tlae requirements for promoting a stable economy. 

The mid-year report follo’^ved in a similar vein, and '^vitla more cur- 
rent data. It contained a summar)^ of recommendations for economic 
legislation. 


President Tnimmfs Economic Report 0 / 1950 

The 1950 Report was tlie last one prior to the Korean War. After 
re\reiving tlie economic situation, tlie Report presented the basis for 
a unified national economic policy, as depicted below (pp. 6-8). 

. . . These facts show our tremendous economic strength. But this 
strengtli does not rest in material things alone. 

If ire are to continue our economic groirth the major economic groups 
must all pull togetlier — businessmen, ivage earners, and farmers must 
work toirard the same ends. Government, in turn, must carry out the 
aspirations of the irhole people. 

Our success isdil depend upon the isddespread conviction tliat all 
groups have a stake in the expansion of the economy — that all will share 
in die benefits of progi'ess. In the days ahead ive must broaden our under- 
standing of hoir die various interests of our people are interrelated. 

Tois^ard this end, I should like to point out certain principles on irhich 
we can all base our economic efforts. The more iddely diese principles 
are understood, the better able ive shall be to solve our common prob- 
lems and reconcile the interests of different economic groups. The more 
vddely these principles are used as the basis for economic action and 
decision, the more rapid ivdll be our national progress. 

First Our economy can and must continue to groiv. 

An expanding population and an increasingly productive labor force 
require constandy expanding emplo)Taent opportunities and steadily 
rising levels of investment and consumption. Widiin five years, ive can 
acliieve an annual output in excess of 300 billion dollars. The gain in 
national income ivould be equal to an average of nearly $1,000 for every 
family in the United States. This w^ould greatly improve standards of 
liidng. It iswdd go far toism-d our goal of the complete elimination of 
povei'ty. It ivould proidde emplo)Tnent opportunities for about 64 million 
Avorkers. 

Sudi prospects are not fanciful. They are based upon our long-term 
record of achievement, including some years iv’hen ice did not use fully 
our resources of plant, managerial skills, and labor force. And today, we 
are better equipped icith diese resources dian ever before. 

But ice icill not make diis progress idthin five years unless ice begin 
to move in that direction nois\ Our immediate goal for 1950 should be 
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to regain maximum emplo^'ment. This requires the reduction o£ un- 
emplovment to the minimum level consistent v.ith labor mobility in a 
free economy. We should strive this year to reduce unemplo}-meni from 
35/i to 2 million, or 2y^ million at most. This tvould mean about 61 
million drilian jobs. It v.-ould mean stepping up our national output by 
about 7 percent above the 1919 total. These are our objectives for this 
year under the Eroplosment Ao. If tve put forth sufident efiort, tve can 
reach these objectives before the year's end. 

Sccond. The benefits of grotsth and progress must extend to all groups. 

Only in this v.'ay can the long-run vrelfare of any group be preserved. 
If any part of our economy is depressed, or fails to gain, it can only serve 
as a drag against the gains of otlier parts. There is no room for the feel- 
ing that one group can prosper only at the expense of another. There is 
abundant opportunity for aU groups to prosper together. Expansion to 
a 300 billion dollar economy within five years v/ould place SO to 45 billion 
dollars more per year in the hands of consumers for buying the needs 
and comforts of life. It would proride opportunity for profitable business 
investment in plant, equipment, and housing tvhich might run 3 to 6 
billion dollars per year above the 1949 level. It tvould enable farmers to 
sell about 10 per cent more food for domestic consumption. 

Third. This gro^vth trill not come automatically, but requires consdous 
purpose and hard v.'ork. 

Productivity per worker should be increased by at least 2 to 2i/^ percent 
a tear. Labor should base its polides on the prospect of a stable and 
expanding economt. Businessmen should base their investment polides 
on confidence in growth, shape their price polides to the needs of larger 
markets, and proceed trith vigor and ingenuity to develop new and better 
products of all kinds. Farmers should make full use of new tcchnolog)’, 
and make shifts in production totvard those commodities most needed in 
a grov.'ing peacetime economy. 

To promote an environment in which businessmen, labor, and farmers 
can act most effectively to achieve steady economic grotsth is a major 
task of the Government. It must perfect measures for helping to stabilize 
the economy. It must build up the natural resources whidi are essential 
to economic progress, and e.xpand the protective measures against human 
inseairiiy. It must keep open the channels of competition, promote free 
collective bargaining, and encourage expanded opportunities for pritme 
initiative. 

Fourth. The fiscal policy of tlie Federal Government must be designed 
to contribute to the grov,-th of tfie economy. . . . 

Tlie Federal Budget is an important part of the national economy. 
Wise budgetary polides can promote stability and maximum production 
and emplorment tliroughout the economy. 

In fields sudi as resource development, education, health, and sodal 
security, Government programs are essential elements of our economic 
strength. If we cut these programs belov,- the requirements of an expand- 
ing economy, we should be weakening some of the most important factors 
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'^\’hich promote that expansion. Furthermore, we must maintain our 
programs for national seairity and international peace. These programs 
are tlie defense of the ^vorld against disatser. Upon them, our whole 
futiue depends. 

Government revenue polic)" should take into account both the needs 
of sound Government finance and the needs of an expanding economy. 
Federal receipts sliould be suffident over a period of years to balance 
the budget and prodde a surplus for debt reduction. At the same time, 
the tax structure, and the changes made in it from time to time, should 
be such as to promote the amounts and t)'pes of investment, consumption, 
and saving needed for economic expansion. ^,Ve should recognize that 
the expansion of the economy 'vvill generate additional revenues and 
strengthen tlie fiscal position of the Government. 

Fifth, 'We must deal dgorously with trouble spots '\vhich exist in our 
economy even in times of general prosperity. 

Spedal measures are needed to help loir-income groups and, even more 
important, to prodde tliem irith better opportunities to help themselves. 
'We must deal idth the particular problems of communities or areas 
which are depressed, or irhose economic groirth has been retarded. 'When- 
e%’er a shortage of jobs, or lack of business opportunity, affects as many 
persons as it does today, it is a matter for national concern. Economic 
stagnation anprhere is an injur)^ to the whole economy. 'We must direct 
spedfic measures to these spedal problems. 

In the light of these guiding prindples, I turn to the consideration of 
needed economic polides. . . . 

Tlie Report again recommended a idde assortment of controls. The 
rate of economic groivth had slackened 'ivithout a corresponding decline 
in Federal spending, and so die national debt had increased. The 
Report included recommendations for legislative acdon, and these are 
summarized beloiv (p. 16). 

I summarize belois^ the legislative recommendations contained in this 
Economic Report, and urge that the Congress enact them into law: 

1. Make some redsions in die tax structme to reduce present 
inequities, stimulate business activity, and deld a moderate amount 
of net additional revenue. My specific recommendations on taxes 
ivtU be transmitted to the Congress at an early date. 

2. Enact a neiv program to stimulate private investment in hous- 
ing for middle-income families. 

S. Substantially increase the maximum maturity period for busi- 
ness loans made by die Reconstruction Finance Corporation. 

4. Improve die protection of farm incomes and encourage needed 
shifts in farm production, by authorization of production payments 
and other changes in present legislation. 

5. Establish a Columbia Valley Administration, and authorize 
the St. LaivTence seais’ay and power project. 

6. Prodde for Federal aid to elementar)^ and secondary^ educa- 
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tion^ for 2 liniced program: of aid in rapport of higher education 
for capable s:uder:t5, for aid to i:o.tdic2.l education, for the improve- 
ment o: focil public health services, and for grants to States for 
sur’/eva of the need for school construction, 

7. Erctend and liberalize the social security structure by improv- 
ing old-age, STurvi'.ors, and uneinpIo}ment insurance, enacting dis- 
ability and health insurance, and expanding Federal grants-in-aid 
to Smms for public assistance. 

&. Erctend rent control for another year. 

Ce Continue the foreign recovery programs on a basis commen- 
surable vuth need. 

10. Approve the Charter for the International Trade Organiza- 
tion. 

IL Authorize the program for technical assistance to underdevel- 
oped countries, and for guarantees by the E>:port-Import Bank 
against risks peculiar to private investment abroad; and revise cer- 
tain pro^ubions in the tax Iav:s governing the taxation of income 
from foreign investments. 

12. Provide additional authority over banking resem’es to the 
Board of Governors of the Federal Pvesen-e S^^stem; extend that 
authority to all banks insured by the Federal Deposit Insurance Cor- 
poration; and restore the Board's authority to regulate consumer 
credit. Provide authority to regulate speculation on the commodity 
ercchanges. . . . 


Report of the Council of Economic Advisers, 1950 

Although the Councirs Report contained significant discussions of 
numerous topics, such as die course of the economy, the respective 
roles of vzages, prices, and proSts, and the sources of economic growth, 
Tve are using only a fev/ samples of these analyses, depicting the part 
played by the pri^v-ate sector, the role of prices, and the importance of 
fiscal policy /"pp. 99—100 and 103—106). 

Tlie early reversal of the dovmtum in 1949 vras accomplished vrith the 
aid of a composite of private and public policies. The Council has 
stressed the importance of policies in the business world itself, coupled 
vrith our confidence that as these polides constandy improve there vdll 
be progressively less likelihood of the drasdc Government acdon which 
follows from the emergence of cridcal condidons. 

Government should also ercert an affirmative influence if we are to 
accomplish the objective of steady economic grovmh. The Govemroent 
has become a large partner in the modem productive process by con- 
tributing to the development of resources, transportation, research, and 
the productiv-ity of labor, all of which arc essential to an ertpanding econ- 
omy. Tax and credit programs have an immense impaa upon the fiovr 
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of incomes and funds, and upon the decisions of business and consumers. 

The folloAving treatment indudes an appraisal of some of the measures 
which are significant for economic growth and stability under current 
and foreseeable circumstances. This treatment does not attempt to be 
alhindusive. For example, other programs (such as those involdng the 
poirer to deal broadly and flexibly idth credit devdopments through 
the Federal Reseri’e Sptem) should be made available to be used if con- 
ditions suffidently change to call for them. Still others may need to be 
devdoped if defidendes in market adjustments unfold. 

^Vhat is recommended noiv' might appear as a piecemeal approach, 
were not each piece appraised in the perspective of the current economic 
situation and of the general objectives defined for the years immediately 
ahead. 


The FuNcnox of Prices 

Oiu economy is sometimes called a price economy. This means more 
than that changes in particular prices influence the dedsions which deter- 
mine the kinds and volumes of goods is'hich are produced. It also means 
that the price factor exerdses so important an influence upon levds of 
real profits and real iv^ages and other incomes that it dtally affects the 
economic balance beticeen investment and consumption irhich is essen- 
tial for a high level of general actidty. 

The current price level in general is noir high enough to sustain a 
generally re^\urding level of profits, if actidty is high, and this levd of 
profits would increase substantially if the volume of sales approaches the 
levels required to sustain maximum production- For this reason, there 
would be no justification for a general upward movement of prices, and 
neither the ciurent nor shortly prospective relationship between supply 
and demand is Kkely to force general prices npiv’ard. '^\TiiIe our economy 
is so complex that a few isolated upis’ard adjustments may seem justifi- 
able, ever)* effort should be made to avoid them, because they idll not 
add to stability or confidence and make it harder to achieve a le^’el 
of sales consonant rdth maximum production and emplo)*ment. 

There are some prices irhich are too high to permit continuance for a 
long period of the current voliune of sales. These prices '^vdll need to be 
reduced or production and emplo}'ment '^sdU eventually suffer. These 
prices are in the field of the administered-price industries where price 
policy* is firmly controlled; but it may be expected that managers in these 
industries vill not fail to reach for the larger market demand iv*hich ^v*ill 
follow price adjustments. 

The Council believes that in general — and noting the exceptions men- 
tioned abo\‘e — the price level is noI^‘ idthin a range where stability 
should be feasible at ivorkable levels. By ivorkable levels, mean those 
nv'Iiich i\*ill enable buyers, as incomes rise gradually in a gro^vdng econ- 
omy, to increase their purchases sufficiently so that maximum produc- 
tion and empIo)*meBt *vs*ill be achieved and maintained. ^Ve feel that, v*ith 
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respect to tlie general situation, it wll be safer for the immediate future 
to depend mainly upon income adjustments rather tlian upon sweeping 
and wdespread price adjustments to enlarge the volume of demand. 

Tills is not to say that a long-run do^vmward trend of some prices in 
those areas where tedinological gains are unusually great, or where pro- 
ductivity increases with extraordinary rapidity, is not one of the best ways 
of enabling tliese gains to be enjoyed by the whole population instead of 
merely by a specific group of income recipients. Such trends in some 
prices have appeared in the past and vdll appear again, and they are all 
to the good. Nonetheless, as a general proposition serving as a guide to 
economic policy, the practical dynamics of our economy indicate that 
a fairly stable general price level and a rising level of money income as 
productivity increases are more conducive to business confidence and to 
the expansion of enterprise than a generally declining price level. 

The Council is mindful of the critical problems confronting those 
^vdiose incomes have remained at low or moderate levels fixed since before 
the war. But without a serious and prolonged do^vnturn throughout the 
economy, tlie price level could not conceivably be reduced to the point 
where these people would find themselves in a satisfactory position. And 
that very process of do^vntum w^ould hurt many of them as much as 
anybody else. These people, if they are to progress, must look to income 
gains 


Fiscal Policy 

In its Fourth Annual Report to the President, published last month, 
the Council stressed the contribution %vhich a reasonably stable fiscal 
policy could make toiv’^ard general economic stability and growth. But 
w^e recognized that drastic changes in expenditure and tax programs of 
Government had been necessitated by the appearance of 'wars and depres- 
sions. 'We also recognized that the large tax changes in 1948, the con- 
dition of the Federal budget, and the rapid shifts in business trends in 
1949, call for some tax changes very soon. Further, some improvements 
in the tax structure are needed before a sound base i\411 be established 
on ^v'hich to rest a long-range effort to achieve more stability in fiscal 
polic}\ 

The level of taxes did not prevent a magnificant record of postwar 
economic achievement. A valuable result of the Government surpluses 
in 1947 and 1948 w^as in helping to restrain the forces of inflation. The 
subsequent downturn in business activity during the first half of 1949 
was not due to execessive taxation. Nor did the level of taxation prevent 
the upturn in business acti\ity from coming sooner after the beginning 
of the dowTitum than in any comparable period in the past. Turning 
to the expenditure side, wliile the high outlays necessitated by the inter- 
national situation complicated the inflationary problem until early 1949, 
the steadiness of these outlays cusliioned the downturn ver}^ substan- 
tially. On the other hand, the Council at midyear 1949 did not recom- 



REVIEW OF PRESIDENT TRUMAN’s REPORTS 25 


mend increases in public spending for tlie purpose of stimulating tlie 
economy, and our confidence in its internal recuperative forces has thus 
far proved justified. . . . 

Expenditure policy 

The prime purpose of Federal expenditure is to furnish those services 
whidi cannot be provided effectively in any other way, and which are 
necessary to our national security, welfare, and progress. Examination of 
the Federal Budget indicates that outlays are reasonable by this test. Out- 
lays for national defense and international affairs are higher than they 
would be in a more peaceful world, but tlie fact must be accepted diat 
their present level is determined by security reasons. Growing interna- 
tional stability will permit a progressive decline in these types of outlays. 
The proposed ina'eases in social insurance programs and in otlier wel- 
fare and developmental programs reflect recognized needs and conform 
to tlie clearly expressed purpose of the people. 

The level of cuiTent and proposed public outlays mil not impose an 
undue inflationary strain upon tlie economy as a whole. Our economy is 
noiv functioning at high levels, but considerably beloiv^ maximum em- 
ployment and production or full utilization of its resources, and in the 
Councirs judgment there is no presently foreseeable prospect that a 
reneiral of general inflation will require that Goi^ernment programs be 
cut below essential requirements. On tlie other hand, we do not now 
believe that current and proposed Government programs should be 
expanded above their contemplated rate merely in order to take up the 
slack in empIo)TOent. We should instead rely upon the recuperative 
forces now at vv^ork. 

There is no previous experience vvdth an economy of tlie size tliat ours 
has now readied, from ^diidi there may be drawn any firm rule as to 
tlie proportion of the national income wliidi may safely in the long run 
be dianneled back into the economic stream through the Government, 
But the Coundrs whole approadi focuses upon tlie objective of economic 
expansion through tlie enlarging activity of consumers and of business, 
and this means tliat Federal expenditures should be held as low as the 
requirements of programs essential to national growtii and welfare vdll 
peniiit. 

Because so large a proportion of present Government programs is 
devoted to purposes ivhidi, while essential to national security and world 
political stability, make little direct contribution to increased standards 
of living, we vdsh to emphasize tlie desirability of ^rorking toward lower 
levels of expenditures as rapidly as international conditions permit. We 
also wish to emphasize the importance of constant vigilance against the 
dangei's of waste and ineffidency everyvs'here and at all times. Measures 
of economy, however, must not be so distorted in application as to in- 
volve tlie saaifice of essential objectives. 

For tliis reason, we have expressed the hope that world conditions will 
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make it possible to make a steady reduction in national security and other 
extraordinary expenditures related to the itnemational situation, for it 
is here and in related activities arising from the war that there lies the 
greatest opportunity for future reduction in the Federal budget. . . . 

Balancing the budget by attaining a surplus in periods of high business 
activity to offset deficits which might appear under less favorable condi- 
tions is, in our opinion, an important policy. . . . 

President Truman’s Economic Report of 1951 

The 1951 Report reflected the problems associated with the Korean 
War, as indicated by the statement that . . ive face enormously 
greater economic problems . . . than at any time since the end of 
World War II. Although our economic strength is noiv greater than 
ever before, very large neiv burdens of long duration are being imposed 
upon it. The United States is pledged and determined, along inth other 
free peoples, to check aggression and to advance freedom.” 

The Report described the nature of the task and revieived the power 
of the economy to answer the challenge. 

Fear of inflation was one of the dominant concerns at tliat time. The 
Report paid special attention to the need for the formulation of effec- 
tive governmental policies to speed up the production effort, yet to 
provide for economic stability at the same time. A program of taxa- 
tion was suggested that was designed to place the cost of financing 
the ivar as nearly as possible on a “pay-as-you-go” basis. The folloiving 
selection indicates the nature of the concern over inflation (p. 6). 

THE INFLATIONARY DANGER 

While it is clear that we have the productive ability to meet even far 
greater defense demands on our economy, we must not be misled into 
thinking that we can make the change to a defense economy easily. It will 
require effort, restraint, and sacrifice by all of us. 

The character of our economy must now be changed rapidly to meet 
the new challenge. Those types of production which support the expand- 
ing defense effort must be greatly enlarged. The part of our total national 
output going into defense should rise from 7 percent to nearly 18 percent, 
during the year 1951. By the end of the year, the expanding defense pro- 
gram may be absorbing one-third or more of some basic materials. 

In some respects, it will be harder to convert to defense production 
than it was in 1940. Then, there were idle plants and men and materials 
which could be channeled into the defense effort. Since our economy has 
recently been running full blast, tlie defense program •will have to pull 
men and materials, as well as plants, away from existing peacetime uses. 
This will pull millions of people away from normal peacetime produc- 
tion. 
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Altlioiigli ^\'e can increase production, '^v'e cannot do it quickly enough 
to expand the defense program, and at the same time still have as much 
left ovQT for other piurposes. "W’e must put hea^‘)’ restraints upon non- 
essential business acthity. Diuing the past fe^v years, nearly 70 percent 
of our growng national output has gone into consumption. Tiiis has led 
to liigher standards of Imng, tdiidi is the ultimate purpose of a peace- 
time economy. But the total supply of consumer goods cannot be in- 
creased this year, and many t)pes of goods must be sliarply curtailed. Yet 
tlie population \dll continue to grow*; nets* families will continue to be 
fonned; and more incomes for practically all groups wall be generated 
by more production, more empIo}Taent, and longer hours. The excess of 
consumer demand over a^*ailable goods rise by many billions of 
dollars. 

This ^dll cause intense and mounting inflationar)" pressmes, w*hich 
must be coimteracted. 

Report of the Council of Ecoyiornic Advisers^ 1951 

The CounciFs Report accompanying the 1951 President's Report 
analvzed a niunber of leadins: issues associated tdtli the Korean "^Yar. 
Special attention A\*as given to the impact of tlie '^s’ar effort on Chilian 
consumption and to tlie emergence of inflationary* pressures. A sample 
of the Councirs tliinking is presented below*, taken from its discussion 
of tlie economic policies for defense (pp. 84-86). 

Three Requisites for Ecoxomic Mobiuzatiox 

There zae three indispensable requirements for an efficient economic 
mobilization, wiietlier partial or total. The first need is for a thoroughly* 
comprehensive and unified progi'amming operation, to balance com- 
peting requirements against a\’ailable supplies. Such programming is 
essential to all policy', ivhether designed to direct resoiuces to the highest 
priority uses or to avoid disruptive inflation. The second need is for 
utmost speed in accomplishing defined objectives. The third need is to 
conduct the economic mobilization program wdth a determination and 
fairness irhich elicit general support from a public kept fully* informed 
of tlie nature of the program and its implications. 

The need for comprehcnswe programming 

Economic mobilization means a ^*ast and rapid shift in tlie use of our 
resources, to idiich ei’en* poliq* must be attuned. This shift is exeaited 
throughout the economic system. But in the very* nature of a defense 
emergenq, the Government must outline the basic needs and project 
the major policies to satisfy tliem. The essentiality of a complete and 
alw*ay*s current programming operation does not depend upon “full mo- 
bilization.*’ The imponance of a dear definition of ichat needs to be 
done does not depend upon hou^ much needs to be done. In some re- 
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spects, partial mobilization requires an even greater clarification of 
objectives than full mobilization. 

The definition of all major requirements necessarily draws its frame 
of reference from the primary military program, because it is the military 
build-up which is at the core of the whole effort. More and more pre- 
cision should be sought, as rapidly as feasible, in the definition of what 
our primary defense goals are at any particular time. And for the pur- 
poses of economic adjustment to these primary goals, requirements in 
terms of manpower and materials are obviously more important than 
requirements in terms of dollars. This emphasis is not inconsistent with 
realization that primary military objectives must remain reasonably fluid, 
and that for security and other reasons they cannot be revealed in full 
even where they have become crystallized. 

But it would be dangerous to assume that all other aspects of economic 
programming can be delayed until primary military programming 
reaches any particular point. There is an interrelationship between the 
two, which requires to a considerable degree that they move forward 
simultaneously towards ever-improving clarification. Nor is it true that 
the other aspects of economic programming consist solely in saying that 
whatever is not taken for military purposes is available for other uses. 
These other uses must in turn be subjected to constant programming, 
because some of them promote our security and others do not. Our 
security in the long run depends upon how we divide available resources 
between maintenance and improvement of our national plant and tools 
on the one hand, and ultimate consumer needs on the other. Within the 
industrial structure, it depends upon what kind of activities we carry 
forward vigorously and what kind we cut back. Above all, there should 
be a balance of how much we seek to achieve through cutbacks and re- 
straints, as against how much we seek to achieve through expansion of 
total production. 

The early experience during World War II afforded eloquent proof 
that the greatest obstacle to over-all efficiency was the slowness in devel- 
oping a useful and comprehensive programming operation, and locating 
it ultimately at one point of authority. The Council now urges that the 
first steps already taken in this direction be carried as quickly as prac- 
ticable to their logical conclusion. This does not mean that detailed 
operations cannot be paracelled out; but it does mean that the ultimate 
“budgeting” of our resources for defense should be centralized. Budget- 
ing, which is a process of reconciliation of competing requirements, can- 
not be done in several separate places. 

The need for speed 

Speed is of the essence in economic mobilization. This sound principle 
should not be confused with the question of the size of targets. Speed 
does not mean, for example, that we should as rapidly as possible achieve 
total mobilization; that is a matter of grand strategy. Nor does it mean 
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tliat mobilization should not proceed in an orderly fashion, wtli speed 
concentrated first on the earlier steps and later on the subsequent steps 
of the program. But speed does mean that decisions as to targets 
should be readied as quickly as possible, and that exery effort should be 
made to attain ■whatever targets are dedded upon as rapidly as the basic 
program calls for. 

In economic mobilization, tardiness has a cumulative effect because of 
tlie interrelationship among all the parts. Delay at one point generates 
even more delay at succeeding points. Indecision at one point promotes 
apatliy at anodier. As an apt illustration, there may be debate as to 
when the Government should apply price controls over a given com- 
modity. But once the Government has announced or intimated that it 
is going to do so, delay in accomplishing the result can only add fuel 
to infladon, speculadon, and an enervadng let-do-wn on the part of the 
general public. Conversely, demonstrated celerity at one point a'^rakens 
others more fully to die urgency of the situation and consequently accel- 
erates dieir own necessary acdons. Since our nadon is no'^v undertaking 
to catch up ivith the mobilized military strength of die a^;ressors, every 
day is precious. . . . 


The promotion of economic stability was emphasized in the 1951 
Report as a feature of nadonal policy in spite of the mobilization re- 
quirements. Selective credit controls, taxation, and debt management 
were highlighted as effective tools. Attention was called to the fact 
tliat the nation, in spite of the ivar burden, continued to have an inter- 
national economic role and responsibility. 

The mid-year report ivent furdier into the areas described in die 
Janvxaiy Report. Because of die burden of die Korean 'War, hoivever, 
the Report ivas concerned primarily ■^vidi building the national de- 
fense. As such, it became one of the longest reports — approaching 300 
pages. 


President Truman’s Economic Report of 1952 

The 1952 Report also ivas characterized almost exclusively by con- 
siderations of i\ar and national defense. The Report began by analyzing 
die task for die nation and pointed out diat, in spite of the increasing 
defense burden, die economy had groivn stronger during 1951. Top 
issues for public policy ■were revieived. These included improving 
defense streng'^di, continuing aid for odier nadons, expanding produc- 
tion facilities, controlling inflation, increasing taxation, and stabilizing 
irages. To help achieve these objectives a series of legisladve recom- 
mendations was made (p. 25). 
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1. Renew the Defense Production Act for two more years, and 
strengthen its provisions, particularly those relating to production expan- 
sion and to the control of prices and credit. 

2. Provide continued military and economic aid to free nations; and, 
as a step toward removing trade barriers, repeal Section 104 of the De- 
fense Production Act, which restricts our imports of certain goods which 
European and other countries could export to us on mutually advan- 
tageous terms. 

3. Aid small business by providing the necessary funds for the Small 
Defense Plants Administration. 

4. Provide for certain urgently needed development projects, partic- 
ularly the St. Lawrence seaway and power project. 

5. Provide for the construction of needed housing and community 
facilities in defense areas. 

6. Revise the basic legislation concerning labor-management rela- 
tions, so that it will not hamper sound and healthy labor relations and 
uninterrupted production. 

7. Repeal the sliding scale provisions in existing agricultural price 
support legislation; provide a workable support program for perishable 
commodities; and modify the tax on unallocated reserves of farmer co- 
operatives. 

8. Provide at least enough additional revenues to reach the revenue 
goal proposed last year, by eliminating loopholes and special privileges, 
and by tax rate increases. 

9. Provide powers to the Board of Governors of the Federal Reserve 
System to impose additional bank reserve requirements; and provide 
authority to control margins for trading on commodity exchanges. 

10. Raise the level of benefit payments, and make other improvements, 
in our system of old-age and survivors insurance; and strengthen the 
Federal-State unemployment insurance system. 

11. Authorize Federal aid to help meet school operating costs, and 
increase aid for school construction and operation in critical defense 
areas. 

12. Authorize Federal aid to assist medical education, and provide for 
strengthening local public health services. 

The Council of Economic Advisers began its 1952 Report by exam- 
ining the economic strategy of the defense program. 

More specific attention was given to the security build-up and its 
effects on production, employment, prices, wages, profits, credit, money 
supply, investment, finance, international transactions, and fiscal 
operations. 

Among the central problems for 1952, the Council listed the fol- 
lowing: advancing the national security, allocating scarce resources, 
increasing production, minimizing business dislocation, supplying 
consumer needs, helping to strengthen other free nations, financing 
the government’s program, and maintaining economic stability. 



The 
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lechiions were mich the sr-me as contained in 


time' tii2.c 

a tnid-'' ear report tvas issued* It continued to detail the defense prob- 
lems and outlined the progress being made to strengthen the economv. 


Prerdeenf i n:r"C.::'s EccncrrJc Recc'Vt of If Ji 


The 1955 Economic Report 'aus the last for President irtiman and 

the economic policies 


namtec 


enc or a serres of renorts 


of the Democratic Prnty. This Report again t'tas inSuenced by the 
demands of the Koream '^Var. 

The Report begraa idth a general retiew of the American economy 
during the preceding quarter-centup- emphasiring the ad^nnees in 
preduedon. fobs, and welfare that had taken place. 

Ferfbrmamce imder the EmpIcAtnent Act to date tvas re'vietved. and 
a pordon of this record is shovm (pp. S— 11). 

Furr-asc c* the Act 

The Employment Act of 1946 is one of the most fundamental compacts 
in domesne aSnrs which the people throngh their Government fca\"e 
made during my tenure as President. It represents the refusal of Amer- 
icans in all pursuits — in business. labor, agdetiture. and Go'^emment — 
to accept reemrent ceoression as a 'ivay of nfe. It voices a profound con- 
dcion that aH of us — ^•AX!rking together — can maintain mici enlarge pros- 
peritv, not onlv during or a.s an aftermath of tvar. but endurinaly for ah 

The Act 1 ? more then rm essay in wishful thinHiig, It represent? the 
cioseiy reasoned conclnsion of economic minds^ both scholrxh and pmc*- 
ticol. that it? objective? rxe obminable by sensible primte end ptrbUc 
polrcie? and con best be sotijht within the ffaraewT?rk of onr established 
political and economic institntioiis. 

There were historicoi roots for this endea^'on The lessons of the past 
had been pardcnlarly compelling in the decade and a half which pre- 
ceded IP4d. These had been }ears of imprecedented contrasts* so far as 
economic abnndonce wns concemecL On the one hand* there was the 


stars; tra£:eev of 


eoriA' mirties* 




the seemineb botmdiess 


energies of the early forties* The period had been rich in careful social 
experimentation and legislati'ce reform: the economic role and respon- 
sibilities of the Federal Go^'emment had increased enormously* Many 


ot tr 


exiceriments had been temnororv' in character* to 


set tne emer- 


gencies of the depression or the extraordinarj." demands of 'ivar* But many 
of them tH-ere ce'v'eloped and impro\*ec to become permanent additions 
to ottr economic and social fabric* 

Yet the EmpIo>ment Act "i^ns no: written in a spirit of confich It was 
not focused on the interests of anv one group* whedier potcerful or down- 
treeden* but wns addressed explicitly to the general w'eliare* And to an 
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amazing degree, \vhcn one considers Uic thinking whidi it marked, it 
v/as noncontroversial. The subcommittees of the Senate and the House 
vdiich skiilfuliv ushered it into the legislative tvorld worked to a large 
extent as bipartisan teams, and the final bill commanded ovendiclming 
majorities of both parties in both houses of the Congress. 

There are those wlio have suggested from time to time that, because the 
Act was relatively noncontroversial, it cannot have been very' consequen- 
tial, This is erroneous. Near unanimity, in tliis instance, was not a mark 
of the unimportant or the hackneyed; it was evidence that a legislative 
proposal of die greatest moment was extraordinarily well timed. It tsTote 
into the codes of the Nation a great new area of agreement about the 
essential functions and responsibilities of the Federal Government almost 
as soon as that agreement e.xisted. 

It is likcv.'ise a mistake to underestimate the importance of the Em- 
ployment Act, as some have done, because it did not set down a specific 
prescription of economic policies for solving future economic problems. 
The dedsion of its framers in this respect was deliberate, and did not 
represent simply an inability to get agreement on more technical or 
specific provisions. Instead, the dedsion was that such basic legislation 
should not attempt to prejudge the exact character, cause, and remedies 
of all of the future’s general economic problems, but rather to define the 
general spirit and provide tlic general method for meeting these prob- 
lems as they arise. ^V'ith these problems in view, the Act has three spedfic 
purposes. 

First, it is the purpose of the Act to achieve, within the Congress and 
the Executive Brandi, and also between private enterprise and all levels 
of government, better economic policy coordination. In the thirties, and 
again during World \V''ar II, the economic programs of the Government 
had become increasingly diverse and complex, and any realistic appraisal 
indicated that they would remain so. TTie spcdal pressures which were 
brought to bear upon public economic policy-making had become more 
powerful, more numerous, and more confusing. 

But this growth of complexity had not been matched, espedally within 
the permanent institutions of the Government, by the development of 
adequate means for gauging whether our farm programs, developmental 
programs, international trade policies, tax policies, credit polidcs, busi- 
ness regmlatory polides, industrial relations law, and the rest, were con- 
sistent with one another and fitted together into a sensible economic 
policy for the over-all economy. In the thinking of Congressmen from 
particular sections and on particular committees, and of leading admin- 
istrators v.'ith spedalized responsibilities, die whole too often was lost in 
pireoccupation with the parts. 

The governmental reforms in the Emplo}'ment Act have sought to meet 
this problem by strengthening die President’s fadlitics for economic 
policy coordinadon within the Excaiiive Branch, by supplying the Con- 
gress with a similar fadlity, and by providing in die Economic Rc|X)rt 
a regular mediod for improved coordination bettveen the two brandies. 



Thus the Act rueets the problem squarely wrthin the fituuevirork of our 
cou'ucutiouul s^-steru of sepcuuted po^vers^ Instead of attempting to dr- 
cumvent the s^'stem 'vcith a hybrid agency '^vhich v^-otild be dearly respon- 
sible neither to the Congress nor the Fresidenu it installs a mechanism 
intended to make the traditional s^'stem ^'ork better. And it proddes 
also, by recuiring consnitation 'vdth bv^siness, famn labor, consumer and 
other groups, for cooperation and coordination ber^-een private and 
public economic thought and actiom 

Second, it is the purpose of the Employment Act — the one most vddely 
recognhed at the time of its passage — to prevent depressions. As ICorld 
liCar II dre'v to a dose, recollections of the shorking costs of me great 
depression "i^rere much sharper than they are today after a doren years of 
uninterrupted high prosperity*. 

The minds of most of us in IP-lo 'v\'ere still deeply* etdied vith the mem- 
ory* of the "idnter of I9?d— 55. tvhen ahotit 15 million American tcorkers. 
or abont 50 percent of the totad ci^Than labor force, had no jobs: tvhen 
indusniai production v^ns only* half vrhat it had been in 19d? and the 
total ontput of the economy only* abont ttvo-thirds: vrhen business t\*as 
deep in the red: tvhen farm prices and incomes had cropped out of sight: 
and vchen banks tvere collapsing by* the hundreds. It has been calculated 
that the depression cost us some 590 billion dollars of output, measured 
in 1952 prices, or 5li times e%'erything tve produced in 1929. 

The Employment Act stands as a pledge on the part of the people 
voiced through their la^^n that ne\*er again shall any* such saciince be 
laid on the altar of "hatmai economic forces.'" In the bigger economy vre 
no'c ha^'e. a disaster of any^vhere near the same proportions could mean 
some 20 millions of otm tvorkers tvaiking the streets. 

Moreover, the cost of another serious depression ^A-ouId not stop at our 
ov^*n borders. ^Vhat v-ns becoming apparent in 1945 is notv a realip>*: the 
strength and stability* of the vmole Sree vorld depend on the avoidance 
of economic collapse in this country*. 

Third, the Employment Act had still another dear purpose even more 
profotmd and challenging than those of improving economic police 
coordination and preventing depressions. It is one tvhich carries beyond 
the essentially negati^’e and intermittent objective of counteracting 
slumps. It is the positive resolution of a great people, not simply* to a%uid 
pitfalls, but to maintain as a matter of continuing policy* a luH. bo*jndiuI, 
and crovdntr economv, for themseh*es. for their children, and as a. sian- 
C 2 .rd cmd ir:?p£nvdo 2 toT>~-rc tiis freedora and '.v-elfare of all peoples — 
nr.d to do tfds in. full peace no less than m Inafced i^nr. 

Tins is a purpose of -.vHch ive must ne^'er lose trad<. Tne Act is not 
mean: simply for saimpe operations: it does no: se: tip a standby mecha- 
xdsm to be bronpht onto the scene orjy on those extreme occasioas '.'.'hen 
the economy needs to be drecped out of a hole. It symbolizes the marshai- 
inp of the forces of primte a.cd pnbhc policy- in sapport of a fall and 
prcvcinp econom^y. 

In rach an economy. performa.nce is not mearared in the dimension 
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of employment alone; instead, a dynamic, growing productive potential 
enables us to provide a steady expansion of output as well as full employ- 
ment. 

In such an economy, expansion facilitates the spread of economic 
justice, and the quality of the expansion is measured in terms of justice 
as well as cfTidenc)'. 

In such an economy, there is abundance and stability enough to permit 
an increasing devotion of energies to the Iiigher values. More and more 
people, being able to take the needs of their stomachs for granted, can 
devote increasing attention to the needs of their minds and hearts. 

For the future. President Tinman recommended the following pol- 
icies: full employment must be a constant objective of public policy; 
economic balance must be maintained; planning must be kept up 
constantly; there must be a balance between the private and public 
.sectors; there must be a balance between individual and group inter- 
ests; and war is not tlie source of economic strength. 



3. A REVIEW OF PRESIDENT 
EISENHOIVER’S REPORTS 

(1954-1959) 


President Eisenhoivefs Letter of TrensmittcL Ipy-f 

'With kis first econoraic report, presented in 1P54. President Eisen- 
hower changed the format. Instead of a iengthy preface, stimmary, and 
report of his orvn preceding that of the Conncii. President Eisenhower 
used a brief letter of transmittal to Congress. His first such letter rs-as 
very precise and succinct. It indicated national objectives, described the 
role of government- explained why there ■^^as a real basis for confidence, 
and recommended measures to strensthen the economv. Part of the 
1P54 letter of traiismitral is reproduced beio'iv (pp. m-v}. 


i?oiV of G<n-cr::r::r?:f 

The deui?aids of modem life and the unsettled status of the ^-orld 
rec^^ure a more important role for Gover nm ent thm it pl?^yed in earlier 
and ctueter time5* 

It is GoA'emmends responsibility" in a mee society to create an em-iron* 
ment in which indmdual enterprise can work constructively to ser\'e the 
ends of economic progress: to encotirage thrift: and to extend and 
strengthen economic ties '^dth the rest of the world. 

To help btiild a noor over the pit of personal disa-ster^. Go^^emment 
must concern itself with the health, security' and w'elfare of the individu^ 
citirem 


Government must remain alerr to the social dangers of monopoly and 
must continue ^irorous enforcement of the anti'txust laws. 


Government must use its \‘a5t power to help maintain employment 
and ptirchasing pow'er as w'eli as to maintrdn reasonably stable prices. 

Go\emment must be alert and sens^ti^'e to economic developments, 
inducing its own myniad activities. It must be prepared to take preven- 
tive as well as remedial action: and it must be ready* to cope with new 
situations that mav* arise. This is not a start*and*stop responsibility, but 
a. continuous one. 

The arsenal of w"eat>ons at the disposal of Government for maintaining 


economic stability" is formidable. It includes credit controls administered 
by* the Federal Reserve Sy'stem: the debt management policies of the 
Treasury*: aiuhority* of the President to vnry the terms of mortgages carry- 
ing Federal inmrance: dexibilitv in administration of the budget: agri- 
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cultural supports; modification of the tax structure; and public works. 
We shall not hesitate to use any or all of these weapons as the situation 
may require. 

The Current Situation 

The year just closed was very prosperous with record output, widely 
distributed incomes, very little unemployment, and prices stable on the 
average. 

In the second half of the year there was a slight contraction in business 
leading to unemployment in some localities. This was due mainly to a 
decline in spending by businesses for additions to inventory. Other cate- 
gories of spending, notably retail sales, have been well sustained. 

Our economic growth is likely to be resumed during the year, especially 
if the Congress strengthens the economic environment by translating into 
action the Administration’s far-reaching program. . . . 

Measures to Strengthen the Economy 

To protect and promote economic stability we should take bold steps — 
by modernizing unemployment insurance; by broadening the base and 
benefits of old-age insurance; by permitting a longer “carry-back” of 
losses for tax purposes; by granting broad discretionary authority to the 
Executive to alter, within limits and appropriate to changing circum- 
stances, the terms of governmentally insured loans and mortgages; by 
establishing a secondary home mortgage market; and by making improve- 
ments in the planning of public works programs. 

To stimulate the expansive power of individual enterprise we should 
take action — by revising the tax laws so as to increase incentives and to 
remove certain impediments to enterprise, especially of small business; 
by improving credit facilities for home building, modernization, and 
urban rehabilitation; by strengthening the highway system; and by facil- 
itating the adjustments of agriculture to current conditions of demand 
and technology. 

Eisenhotver’s Economic Report reviewed economic conditions in 
1953, paying special attention to overall trends, the contraction of 1953, 
movements in prices and wages, and international transactions. For the 
first time, the United States experienced a deficit in its current ac- 
counts, but this was offset by surpluses elsewhere in the payments 
record. 

The Report then reviewed the nature of governmental policy in a 
year of much change. In view of the increase in economic activity asso- 
ciated with the Korean War, much of the attention of public policy was 
focused on the prevention of inflation. A flexible monetary and fiscal 
policy was called for in view of the potential rapidity of change in the 
economic picture. 
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In spite of tlie fears of inflation, tlie Report emphasized tlie need 
for a tliorough reform in die tax structure to eliminate many restric- 
tive features of the tax system at tliat time. Other policy recommenda- 
tions included greater equity to consumers, encouragement of free 
enterprise and einplojraent, increasing economic stability, aid to 
housing and finance, and a reorientadon of die policies toivard bodi 
agriculture and social ivelfare. 

Folloiving die Report ivas a discussion of die role of government in 
economic pingress. The descripdon began by indicating hoiv impor- 
tant progress is for a dynamic nation and dien ivent on to indicate 
hoiv g-overnnient could stimulate and provide a climate for continued 
progress by promoting effecdve compeddon, sai’ings, and capital for- 
mation: by aiding research and development; by adopting policies diat 
ivould lead to economic stabilizadon; by assuring indii’iduals a mini- 
mum floor of economic security; and by participating in the ivorld 
economic community, especially dirougli efforts to promote freedom 
of international trade. 

Prcsidcjjt Eisciihoivcr's Economic Report of 1955 

The 1955 Economic Report of President Eisenhoiver was the first 
diat reflected die post-Korean IVar readjustments. His letter of trans- 
mittal set the tone of the Report, and it emphasized die role of the 
private sector, as it oudined die course of recent economic progress. 
The expansive poivers of die American economy ivere stressed. The 
year 1954 ivas described as one of transition beginning is’itli a contrac- 
tion pardy associated with die readjustments after die end of the 
Korean hosdlides. By die end of 1954, signs of a recover)’ and expan- 
sion ivere in evidence. The contracdon, ivhicli had begun in 1953, 
proved to be mild, hfucli of the credit for keeping it mild ivas given 
to Federal policies, especially of a fiscal and monetar)- t)’pe. 

A program for sustained economic progress ivas oudined to include 
a flexible fiscal program, aid to new and small business, a freer inter- 
national trade program, building a floor for personal and family se- 
curity. augnenting loiv incomes, improving homes and neighborhoods, 
ina'easing the stability of the economy, and expanding public ivorks 
when necessary. 

Leading economic developments during 1954 ivere included in an 
appendix. Another appendix summarized die recommendadons of die 
report as folloivs (pp. 69—71): 

The folloiving sumniari’ of recommendations in die Economic Report 

includes recommendations to the Congress and snggesdons to the States 

and municipalities. 
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Taxes, Business Regulation, and the Public Debt 

1) Postpone the lowering of the corporate income tax and of excises, 
scheduled for April 1, 1955. 

2) Reduce the tax rate on corporate income from all foreign sources by 
14 percentage points. 

3) Permit corporations tvith foreign brandies to defer the tax on branch 
income until it is tdthdratm from the country in tvhich it was earned. 

4) AUotv a regulated investment company, holding the bulk of its assets 
in the form of tax-exempt securities, to pass through to its share- 
holders the tax-exempt status of the income from such securities. 

5) Strengthen the deterrent to violation of the Sherman Antitrust Act 
by raising substantially the maximum fine that may be imposed 
under the Act 

6) Increase the present statutory debt limit to permit greater flexibility 
in the management of Federal finances. 

7) Review State and local tax-rate and debt limiting statutes with a vietv 
to remoting or relaxing, where advisable, these barriers to local pub- 
lic investment, (State responsibility) 

Unemployment, Pensions, and Minimum Wage 

8) Amend the unemplojanent insurance latv of the District of Columbia 
to provide 26 tveeks of benefits for all persons tv'ho qualify and who 
remain unemployed that long, and retdew disqualification provisions. 

9) Strengthen the Federal-State Employment Service. 

10) Extend the coverage of Federal Old-Age and Survivors Insurance, on 
a permanent and full contributory basis, to Federal personnel. 

11) Consider including under the unemployment insurance system the 
employees of State and local governments, and employees who work 
for firms employing fewer than four persons, to the extent that these 
workers are not now covered. (State responsibility) 

12) Consider revising unemployment insurance benefits so that (a) the 
great majority of covered workers are eligible for payments that at 
least equal half their regular earnings, and (b) the term of unemploy- 
ment insurance benefits is 26 weeks for every person vv^ho qualifies for 
any benefit and who remains unemployed that long. (State responsi- 
bility) 

13) Expand the Area Development Program of the Department of Com- 
merce, vv'hich is designed to help depressed communities. 

14) Increase the Federal minimum wage to 90 cents an hour; consider 
extending the coverage of a minimum wage to substantial numbers of 
workers now excluded. (Congressional and State responsibility) 

Education and Public Improvements 

15) Expand Federal programs for fellowships, research, teacher training, 
and related activities. 
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16) Take early steps to help relieve the classroom, shortage that now exists 
in oiir schools. (Congressional and State responsibility) 

17) Modernize over a ten-year period the presently-designated National 
S^•steIn of Inteistate Hi?htva%'s. 

IS) Appropriate funds to set tip an OSce of Coordinator of Public '^Vorks 
Planning TNithin the Execiitive Office of the President. 

19) Enlarge the appropriation for planning achnnces to States and mu- 
nicipalities. and establish a revoking fund for the piu-pose. 

20) Study the problems of metropolitan areas, so that area-^ade transit 
spteras, sanitation sptems, ^vuter supplies, or educational fadlides 
ma.y be provided with maximtim returns from public funds ex^ 
pended, (State responsibility) 

Housing cr.d Finance 

21) Increase the insurance authorization of the Federal Housing Admin- 
istration. 

22) Gk'e the President greater latitude in the exercise of his power to 
\icr\\ in the light of economic conditions, the terms on w’hich home 
mortgages are imdenvritten by the Federal Govemment. 

25) Allow* national banks to make conventional real estate mortgage 
loans W'ith maturities up to 20 years, and to extend the maximiun 
duration of construction loans, 

24) Take steps to expedite urban renewal plans, so as to obtain a\'aiiable 
Federal assistance. (State responsibility) 

25) Consider, ^s’here necessarj*, enacting legislation to permit the writing 
of “open-end'" mortgages. (State responsibility) 

26) Authorize the Public Housing Administration to enter into contracts 
for 55,000 additicnal units of low-rental public housing in each of 
the next nvo fiscal years. 

27) Continue the program for helping business concerns of small size to 
obtain access to adequate financing, to a fair share of Govemment 
procurement contracts, and to competent cotmsel; and extend the 
program's lending authority. 

2S) Consider the merits of share-account insiuance and other measures 
for protecting sa^angs in credit unions. 

Intcmctzonal Economic Relations 

29) Extend the Trade Agreements Act, subject to present escape and peril 
point pro^’isions, for three years with amendments to empow*er the 
President: (a) to reduce present tariE rates on individual oomraodities 
by as much as 5 percent per \ear in each of the three years; (b) to 
reduce tariff rates in greater degree in the case of products now* im- 
ported in negligible voliune; and (c) to reduce to 50 percent any rate 
in excess of that lev'el. 

50) Establish standards for the valuation of imported goods that arc 
simple, clear, and logical in their application. 
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31) Increase the duty-free allowance of foreign goods brought home by 
tourists during any six-month jx:riod. 

32) Authorirc at tlie proper time a contribution to tlie capital of the 
pioposcd Internadonal Finance Corporation. 

33) Strengthen the program of technical and other assistance to eco- 
nomically underevclopcd countries. 

President Eisenhower’s Economic Report of 1956 

The 195G Report of tJie President emphasized the importance of 
tlie private sector in stimulating the expansion of the economy. The 
letter of transmittal sending the Report to Congress emphasized this 
belief, as did a number of special sections in the Report. To be sure, 
this emphasis did not intend to imply that there 'would be no place 
for the Federal government. In fact, the Report indicated that a greater 
role for government is being dictated by the ever-dynamic nature of 
economic growth and the constant change in the nature and operations 
of the institutions that guide the economy. How these roles arc brought 
together is indicated in the following excerpt (pp. 6-8): 

Many factors have been quietly adding to the strength of our economy, 
and the current expansion is fundamentally an e.xpression of their cumu- 
lating force. Among these factors arc the unexpectedly large upsurge of 
population in the past dcatcle, the continued growth of scientific knowl- 
edge, the onrush of technology, the rapid obsolescence of what is some- 
times regarded as fixed capital, the recent development of long-range 
investment planning by industry', the improved control over inventories, 
the intensified pace of business competition, the wide diffusion of well- 
being among people, tlicir insistent and growing desire to earn more 
and live better, the development of mass markets to match mass produc- 
tion, the rebuilding of ^Vcstern Europe, the general recognition of gov- 
ernment’s responsibility in helping to maintain a stable prosperity, and 
the growing understanding that public policy must protect economic 
incentives if enterprise, innovation, and investment are to flourish. All 
these factors arc and probably will continue to be basic to our progress, 
but several of them arc especially noteworthy in the current situation. 

The recent expansion of ovir economy has occuiTcd in an environment 
of growing production and trade in the Free World. ^Vcstcrn Europe, in 
particular, has gained a level of econonuc well-being hitherto unknown 
on the Continent. Production and incomes have been rising rapidly. 
Unemfdoyment has virtually disapj)carcd in Great Britain, and is low 
cvciywherc except in Italy. Barriers to trade and currency movements 
have been reduced. Prisate enterprise and coinjjctitive markets arc agiin 
widely respected. These improvements in conditions abroad have rein- 
forced our prosperity at home. 

The Federal Government has played a constructive part in the pros- 
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pexity that the American people are no^v exp^eriencing so '^ridely. It has 
not, ho'icever, sought to maintain good times bv expanding our a^Iready 
htige goveimmentol oiulap or by pennitdng the \nlue of money to depre- 
ciate, Recogniring that these alliiring short cuts to a Iii^h level of eco- 
nomic aciirity have all too often brought disaster to nations, oirr 
governmental policies have concentrated on building an economic enri- 
ronment that favors an orderly expansion of prirate acd'^'ides. 

The demands of modem life and the continuing threat of Commimist 
require a much higher level of taxes and a. larger role of 
Government in economic affairs than suited earlier genera dons. This 
very* fact imposes a responsibility on the Government to pursue p-olicies 
that ^vill help to keep the primte economy strong and grooving. The 
Adramistmtion has sotight, in cooperadon wth the Congress, to dischaige 
its responsibility through a series of closelv related policies. First, by 
remoring dii'ect controls over prices and "^nges, '^vhich had outli^*ed tlieir 
usefulness. Second, by preserving an acdvelv compeduve emlronnient 
and assisting ne^v' and small businesses. Thirds bv curtaihng govern- 
mental actirides that could be handled as well or better by private enter- 
prise. Fourth, by restricting public expenditures, and yet adding to the 
countr\'*s defensive strength and its stock of public assets, especially high- 
way's, hospimls, and educational facilities. Fifth, by lightening the burden 
of taxes imposed on inddriduals and businesses. Sixth, by extending the 
ties of trade and investment ^\ith other nations of the Free IVorld. 
Se\'enth, by tempering the impact of uneniplo}'meiit. old age, illness, 
and blighted neighborhoods on people, yet not impairing self-reliance. 
Eghth, by extencdng the automatic workings of our fiscal system that 
tend to onset or ctishion changes in income arising from changes in 
economic acdrity. Kinth, by attaddng fundamental causes of weakness 
in the farm situadon. Tenth, by acting promptly and resolutely when 
either recesdonarv' or infiationarv' influences in the general economy 
became erident. 

By recogniring the rital importance in our times both of free enterprise 
and of a sense of economic seoirity, these directions of governmental pol- 
icy ha^'e serv'ed to enlarge the horizons of businessmen, ^corkers, investors, 
and ccnsumers, and have stimulated people to bolder economic acdons 
and undertakings. This, in essence, has been the Government’s role in the 
recent expansion. . . . 

President Eisenho^ver s 1P56 Report argiied that it is quite possible to 
have prosperity and general price stability at the same time. To attain 
this objecthe. iio^cever, certain governmental policies '^cere called for, 
such as: fiexible monetarv' and fiscal programs, holding the tax line, 
shifting from active credit ease to moderate restraint, insdtuting effec- 
tive controls over consumer and housing credit, and adjustmg the 
stockpile program. Specific xeconimendadons to broaden the scope of 
tiie prosperitv covered promoting agriculture, helping local areas re- 
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duce unemployment, lifting income by xtusing producti%'ity, improving 
the economic status of the elderly, and generally reliering personal 
hardships. 

To build for the future, the Report called for preserving sound 
Federal finances, fostering competitive enterprise, extending home 
otvnership and impro'ving neighborhoods, enlarging public assets where 
necessary, improving skills and technology, md increasing the stability 
of tiie economy ivhile it is expanding. 

All of tliese recommendations were made ivithin the framework of 
the free enterprise system. 

President Eisenhoieefs Economic Report of 1957 

The letter of transmittal presenting Eisenliorvers 1957 Report rvas 
a bit longer than die earlier ones, and once more stressed the impor- 
tance of the insdtudons of the free enterprise system. 

The Council’s Report tvas briefer than the preceding ones, although 
se\ eral appendices is'ere added to die report. Similar to the President's 
letter of transmittal, die body of die Council's Report also emphasized 
the efficacy of the free enterprise economy. 

The Report examined the economic gm^rth and improvement for 
the period 1953-1956. Recommendadons for extending and broaden- 
ing economic progress included assuring sound government finance, 
improving primte finance, promoting compeddon. increasing the 
opportunides for small business, strengthening the des with other 
countries, developing natural resources, impro'ving skills and tech- 
nology, aiding areas hurt by persistent unemployment, improving 
healdi and housing standards, and strengthening personal security*. 

One of the important appendices presented a thorough analysis of 
populadon, its changes and prospects. 

The summary' of recommendadons for economic legisladon gives a 
good idea of the type of thinking at Federal go'vemment iev'els of that 
period. It is reproduced in part below (pp. 73—76): 

SUM^LARY OF RECOMMENDATIOXS IN THE ECONOMIC 
REPORT OF THE PRESIDENT 

Including Recommendadons to the Congress and Susaesdons 
to the States and Local Governments 

I. M.vrxTAixixG SouxD Goverxmext Fixaxces 

a) Extend for a year beyond April 1, 1957 the present exdse rates on 
automobiles and parts, cigarettes, distilled spirits, 'svines, and beer, 
and the present tax rate on the income of corporadons. 
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deni lo temiiii:idon of home loan gnaramee ceneSis for ^Vorld II 
veierans. 

e) Ex:end the Home Mortgage Credi: Pregram hevond ics 

scheduled axniradQn da:e of ]une 30^ i?57. 

f) i Re\iNe ouancced foreclosure la"i;s. Temo\e nudiie re$nicdons on mort- 

gage lending by om-of-Staie insdnidons, and encourage the placement 
oi pensfon and \celiare iimds in mortgage loans, ^S:a:e resconsibiiicy) 

XI, Raising Health STAxn\nrs 

a^ Consider proaosals for eneonraging voinmary headth insurance plans, 

b) Amhorire a semnorarv nrogram of consimctEon grams for medical and 
dental iraining facilities, 

XII. SmnxGTHaMNG PmsoNAn Sncmrrv 


a) Raise maximnni tceeklv nnemnloMnent insnrance benefits and 
lengthen their maxhniim dnranon. tvhere needed, and emend cover- 
age to employees oi the States and polidcal sub divisions, ^State re- 
saonsibiii i\d 

b) Extend nnemnlotment insmance to employees of firms one to 
three versons on their navrollSy to ex-servicemen, and to emnlovees in 
Pnexto Rico, 

c) Require Federal registration and filing of repoms bv nrivate pension 
and ^i^aifare funds, 

d) Extend minimum rrage coverage to addidonal vvorhers. (Eederal and 
State resaonsibilirvi^ 

e) Enact the principle ci equal pay for equal 'icorh tcithout discrimina- 
lion on accottnr of sex. 

Authorize limited financtai asszstance to the States for promoting cecz- 
patzonal safety, 

g) Pro\ide noncacn national temuorary cisabzHr.' insurance for employees 
in die District of Columbia, ^Eederal responsibility) Develop similar 
programs in the States, ^Staie responsibility) 
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The 195S Report veas much lute the earlier Eisenhovver Reports in 
its emphasis on the primte sector and the free enterprise svstem as the 
basis for economic groveth. The letter of Eransrnittad accompanying the 
Report stressed this philesephy in demil, as did the ma;or portions of 
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dent to teiinination of home loan guarantee benefits for World War II 
veterans. 

e) Extend the Voluntar}’’ Home Mortgage Credit Program beyond its 
scheduled expiration date of June 30, 1957. 

f) Revise outmoded foreclosure laws, remove undue restidctions on mort- 
gage lending by out-of-State institutions, and encourage tlie placement 
of pension and welfare funds in mortgage loans. (State responsibility) 

XL Raising Health Standards 

a) Consider proposals for encouraging voluntar)' health insurance plans. 

b) Autliorize a temporary program of construction grants for medical and 
dental ti'aining facilities. 

XII. Strengthening Personal Security 

a) Raise maximum i\"eekly unemplo}TOent insurance benefits and 
lengthen tlieir maximum duration, 'where needed, and extend cover- 
age to employees of the States and political subdivisions. (State re- 
sponsibility) 

b) Extend unemplo)ment insurance to employees of fiirns vdth one to 
three persons on dieir pa)Tolls, to ex-servicemen, and to employees in 
Puerto Rico. 

c) Require Federal registration and filing of reports by private pension 
and 'welfare funds. 

d) Extend minimum wage coverage to additional workers. (Federal and 
State responsibility) 

e) Enact the principle of equal pay for equal work -^vithout discrimina- 
tion on account of sex. 

f) Authorize limited financial assistance to the States for promoting occu- 
pational safety. 

g) Provide nonoccupational temporary disability insurance for employees 
in tlie District of Columbia. (Federal responsibility) Develop similar 
programs in tlie States. (State responsibility) 

President Eisenhoxaefs Economic Report of 1958 

The 1958 Report '^vas much like the earlier Eisenhoi\^er Reports in 
its emphasis on tlie private sector and the free enterprise system as tlie 
basis for economic groirtli. The letter of transmittal accompanying tlie 
Report stressed tliis philosophy in detail, as did the major portions of 
the document. A case ivas presented that argued the possibility of 
achieving tlie goals of gro'^vtli and stability within tlie context of the 
free enterprise organization. Major shifts in the economy '^vere de- 
scribed, i\dth special attention being given to changes in aggregate 
demand, emp}o}TOent, income, prices, and production. Once more, a 
legislative program 'was recommended that embraced tlie major points 
of tlie Report. These proposals are summarized below (pp. 77-80); 
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I. Government Finances 

a) Extend the present tax rate on the income of corporations and the 
present excise rates on automobiles and parts, cigarettes, distilled spir- 
its, vdnes, and beer for one vear beyond July I, 1958. 

b) Enact legislation temporarily increasing the statutory^ debt limit. 

See cho Recommendation IV (a). 

II. Federal Credtt PROCR-ANrs 

a) Grant vader discredonarv’ authoritj^ to heads of Executive agencies 
and departments to set terms on private loans insured or guaranteed 
by the Federal Government. 

b) Adjust interest rate limitations on certain FHA loan insurance pro- 
grams (Xadonal Housing Act, Sections 207, 213, and 803) and on the 
VA Home Loan Guaranry Program. 

c) Repeal the provisions of the Housing Act of 1957 requiring regulation 
of charges, fees, and discounts on federally insured or guaranteed home 
loans and the purchase of mortgages at par by the Federal National 
Mortgage Association under its spedal assistance programs. 

d) Increase to $30,000 the maximum size of home mortgage loan that may 
be insured by the Federal Housing Administration under Sections 203 
and 220 of the National Housing Act. 

e) Increase the limit on outstanding insured loans of the Federal Housing 
Administration. 

III. Science and Education 

a) Provide funds on a temporary basis for grants to States to improve 
instruction and to strengthen State departments of education in the 
fields of sdence and mathematics, to identify and encourage able high 
school students, to provide college scholarships, and to improve State 
statistics on education; and funds for broader support of graduate 
education and the improvement and expansion of foreign language 
teaching in colleges and universities. 

b) Authorize a temporary program of assistance for the expansion and 
modernization of medical and dental teaching fadlities. 

1\\ Small Business .and the CoMPHTimE Svstem 

a) Amend the tax laves to extend accelerated depredation formulas to 
purchases of used property up to S50,0Q0 in any one year; to permit 
dosely held corporations the option of electing the tax status of part- 
nerships; to grant taxpayers the option of paring estate taxes over 
periods of up to 10 vears where estates largely consist of investments in 
dosely held businesses; and to allow losses on original investments in 
the stock of small companies to be treated as ordinary’ loss deductions 
rather than capital loss deductions. 

b) Permit the Securities and Exchange Commission to apply its simplified 
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notification procedure to security issues in amounts up to $500,000. 

c) Remove the limitation on the life of the Small Business Administra- 
tion and suitably increase its authorization for making business and 
disaster loans. 

d) Require notification to the antitrust agencies of proposed mergers by 
businesses of significant size engaged in interstate commerce. 

e) Extend Federal regulation to bank mergers accomplished through the 
acquisition of assets. 

f) Empo^rer tire Attorney General in antitrust cases to issue ci\dl investi- 
gative demands for the production of necessary documents rvithout the 
need of grand jury proceedings. 

g) Make Federal Trade Commission cease-and-desist orders issued for 
violations of the Clayton Act final, unless appealed to tire courts. 

h) Authorize the Federal Trade Commission to seek preliminary injunc- 
tions in merger cases rvhere a violation may be likely. 

V. Personal Welfare 

a) Amount and duration of unemployment insurance benefits; coverage 
of firms ivith one to three persons on tlieir pa)Tolls; coverage of em- 
ployees in Puerto Rico; coverage of State and local government em- 
ployees. (State and Federal responsibility) 

b) Bring the unemplo)ment insurance provisions applicable to '^vurkers 
in tlie District of Columbia up to the standards recommended for the 
States. 

c) Intensify efforts to develop and enforce adequate occupational safety 
standards and to encourage safe practices. (State and local responsi- 
bility) 

d) Improve ^vorkmen's compensation la^vs rvith respect to benefits, ad- 
ministration, and provisions for rehabilitation. (State responsibility) 

e) Authorize the Secretary of Labor to prescribe and enforce safety stan- 
dards for longshoremen. 

f) Pro^ide nonoccupational temporary disability insurance for employees 
in States and Territorial jurisdictions ^vhere programs have not been 
established. (State and Federal responsibility) 

g) Minimum ^vage legislation covering certain additional groups of work- 
ers; equal pay for equal ^vork without discrimination on account of 
sex. 

h) Improve tlie 8-hour laws applicable to Federal and federally assisted 
construction projects. 

i) Establish an Area Assistance Administration in the Department of 
Commerce to extend loans, research grants and technical assistance in 
areas of persistent unempIo)Taent. 

j) Require periodic public reports on the status of priMite employee %v"el- 
fare and pension funds, on financial dealings beUveen employers and 
employee representatives or their agents, on general union finances, 
and on union organization and structure. 
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195S; amend certain customs administration pro\*i5ions in the Tarih 
Act of 195P: and approve amendments to the Antidumping Act o£ 
1921 to improve its administration. 

c) Pro^dde funds for the Development Loan Fund to finance economic 
development projects in underdeveloped countries, and for technical 
assistance under the United Nations program. 
g) Increase the lending authority of the Export^Import Bank. 

Ffofral Fcoxomic Statistics 

a) Provide funds for the iopro%'enient of Fedeird economic statistics 
programs. 


President EiscrJioiver s Ecoruonzic Report of I9y9 

The 1959 Report revie^ved the lessons learned from the experiences 
of the recession and recovery' of 1957-58. The economy described 
as possessing a unique ability to respond to and to resist recessions. Al- 
though policy’ implications ^TTy‘ according to the phase of the cycle, 
through it all the underhung objective '^cas to achie^*e and to sustain 
'vigorous economic gro">vth. 

Suggestions for policy ^Kere presented, isith emphasis being placed 
on a balanced budget and grovrth, along %\ith suggestions for price 
stability. A program for promoting economic gro^vth 'vvithout sacri- 
ficing price stability \Nm5 d^escribed (pp. v-vi): 

^4 Progmrr: for Economic Grovrth vrztk Stable Prices 

Our objective must be to establish a firm foimdation for extending 
economic gro-A'th v.ith stable prices into the months and years ahead. 
This ^vill not come about automatically. To attain our goal, 'vve must 
safeguard and impro^‘e the insticudons of otu: free competitive economy. 
These are basic to Americans unassailable economic strength. "We must 
'vvage a. relentless battle against impediments to the fullest and most effec- 
tive use of our human and technological resources. We must pro\’ide 
iucendves for the enlargement and improvement of the fadlides that 
supplement human eSort and make it increasingly producti\‘e. Finally, 
an indispensable condition for achie\ing \‘igorous and continuing eco- 
nomic gro'tvth is firm confidence that the 'vnlue of the dollar %vill be 
reasonably stable in the years ahead. 

Aaion to meet these challenges is required on many fronts, by all 
arouns in our socierc and bv all units of eovemment. 

The mdi\idual consumer can play an important part by shopping care- 
fully for price and quality. In this 'vmy the American housekeeper can be 
a po’ATrful force in holding do%cii the cost of li\ing and strengthening 
the principle that good ^Tiues and good prices make good business. 

Businessmen must redouble their efiorts. They must \s*age a ceaseless 
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war against costs. Production must be on the most economical basis pos- 
sible. The importance of wide and gromng markets must be borne in 
mind in setting prices. Expanding markets, in themselves, promise econ- 
omies that help keep costs and prices in check. 

Leaders of labor unions have a particularly critical role to play, in 
view of the great po'wer lodged in their hands. Their economic actions 
must reflect awareness that the only road to greater material well-being 
for the Nation lies in the fullest realization of our productivity poten- 
tial and that stability of prices is an essential condition of sustainable 
economic growtli. 

The terms of agreements reached between labor and management in 
wage and related matters will have a critical bearing on our success in 
attaining a high level of economic growth 'with stable prices. It is not 
the function of Government in our society to establish tlie terms of these 
contracts, but it must be recognized that the public has a \'ital interest in 
them. Increases in money wages and other compensation not justified 
by the productmty performance of the economy are inevitably inflation- 
ary. They impose severe hardships on those whose incomes arc not 
enlarged. They jeopardize the capacity of the economy to create jobs 
for the expanding labor force. They endanger present jobs by limiting 
markets at home and impairing our capacity to compete in markets 
abroad. In short, tliey are, in the end, self-defeating. 

Self-discipline and restraint are essential if reasonable stability of prices 
is to be reached %vithin the frame'^vork of the free competitive institutions 
on which we rely heavily for the improvement of our material welfare. 
If the resired results cannot be achieved under our arrangements for 
deteiTnining wages and prices, the alternatives are either inflation, which 
'would damage our economy and work hardships on millions of Amer- 
icans, or controls, which are alien to our traditional 'v\^y of life and which 
would be an obstacle to the Nation's economic growth and improvement. 

The diief \ray for Government to discharge its responsibility in help- 
ing to achieve economic growth 'vdth price stability is through the pru- 
dent conduct of its o'tra financial affairs. The budget submitted to the 
Congress for the fiscal year 1960, which balances expenditures with 
receipts at a level of §77 billion, seeks to fulfill this responsibility. If Gov- 
ernment spending is held mthin the limits set in the proposed budget, 
the gro'^vth of our economy at the rate that may be expected 'vv^ould make 
it possible in die reasonably foreseeable future to pro\dde, through a 
significant further step in tax reform and reduction, added incentives 
and means for vigorous economic gro^sdh and improvement. 

Governmental actions in other areas can also help to maintain price 
stability as our economy expands. The Congress %vdll be requested to 
amend the Employment Act of 1946 to make reasonable price stability 
an explicit goal of Federal economic policy^ coordinate ^viih the goals of 
maximum production, employment, and purchasing po'^v'er now specified 
in that Act. Steps 'wall be taken wdthin the Executive Branch to assure 
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that governmental progi'ams and activities arc administered in line ^nth 
the objective of reasonable price stability, and programs for die enlarge- 
ment and improvement of public inforaiation on prices, wages and re- 
lated costs, and producti\dty will be accelerated. 

The many continuing programs of Government tliat promote die 
expansion and improvement of our economy will be administered vigor- 
ously. . . • 



PART THREE 


★ 

The Development of Major Policy- 
Issues as Seen in the Economic 
Reports from ig6o to 1967 



4. GOALS OF NATIONAL ECONOMIC 

POLICY 


One of the significant features of tlie President’s Economic Reports 
has been to outline goals for national economic policy. As tliese reports 
are revie'wed, it is possible to discern in retrospect ho'w these goals 
come to influence subsequent legislative recommendations and the 
direction of policy. It is also possible to vie^v tlie delineation of goals 
in terms of tlie general political and economic beliefs of the party in 
power. Nonetlieless, the statements of goals do have a common thread 
of groiv'th, stability, and increased consumption. In terms of these 
goals, the reports also give clear statements of tlie challenges that face 
tlie nation and of the unfinished tasks tliat remain. 

It is interesting to obsen^e tliat tliere iras little change in tlie state- 
ment of goals as tlie Democratic Party succeeded the Republicans in 
1961. "^Vhat did change, hoirever, ivas the greater emphasis given to 
tlie role of die Federal government and die lesser role to the private 
sector. Aside from diis difference, die overall statements of goals have 
mucli in common. 


President Kennedy’s Economic Report of 1961 

Since many of die current goals of national economic policy take 
tiieir cue from die Emplo'j'ment Act, die 1961 Report submitted by 
President John F. Kennedy revieived die I’aried responsibilities under 
diat legislation, \vidi special attention being given to die problems 
of coordinating the apparent conflicts betiveen diese objectives (pp. 
45-47). 

The Report also argued diat die goals of groirdi and improved liv- 
ing standards depend primarily on the behai'ior of die prii'ate sector 
(p. 57). 

BACKGROUND AND MEANING OF THE EMPLOYMENT ACT 

From its beginning, the United States economy has been organized on 
tlie basis of maximum opportunity for private competitive enterprise and 
the ^^ddest possible latitude for personal clioice in making a lixang and 
spending one’s income. Any narroAving of the horizons for indiridual 
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initiative is alien to the nature of our enterprise system; and when con- 
trols and unusual restrictions on personal action have had to be intro- 
duced during an emergency, their abandonment at the end of the 
temporary period of crisis has been awaited impatiently. 

In this tradition, the action approached cautiously the problem of Fed- 
eral interv’^ention respecting employment and the maintenance of eco- 
nomic activity generally. Appeals for such inter\^ention were resisted, for 
example, during the sharp economic downturn in 1921, when occasional 
depressions Avere still regarded as inevitable and the belief that they could 
be significantly moderated through governmental action had not taken 
hold. But a step taken that year ^ras important for later developments: 
the President's Conference on Unemplo}Taent was established to make 
studies that would increase understanding of the operation of our econ- 
omy and thus help to avoid the recurrence of widespread joblessness. The 
work of this Conference, which made its final report only shortly before 
the Great Depression began, was reflected in the Employment Stabiliza- 
tion Act of 1931, which sought to provide for '‘advance planning and 
regulated construction of public works, for the stabilization of industry, 
and for aiding in the prevention of unemployment during periods of 
business depression." 

Despite a series of countermeasures, the heavy unemployment of the 
1930's persisted until the tremendous increase in production required in 
World War II and the service of ll ]/2 million persons in the Armed 
Forces reduced it to a minimum and created even a degree of overem- 
ployment. With the turn in the tide of war, however, memory of deep 
depression in the 1930's and the expected demobilization of the Armed 
Forces heightened concern for the Nation’s economic future and aroused 
a keen interest in measures to help avoid the widespread unemployment 
that it was feared would result from demobilization and reduced spend- 
ing on arms. 

It was in this atmosphere of concern that the Congress turned its atten- 
tion to legislative measures to cope ivith unemployment, should it emerge 
as a serious postwar problem. Congressional staff committees made com- 
prehensive studies of the incidence and duration of unemployment and 
of possible methods for dealing with it. Extensive hearings were held, and 
a bill, the Full Employment Act of 1945, was introduced in Congress, 
providing for a considerably broader attack on unemployment than the 
public works program envisioned in the Employment Stabilization Act 
of 1931. The bill failed of enactment, but subsequently a revised version, 
the Employment Act of 1946, was passed overwhelmingly with bipartisan 
support in both houses of the Congress. 

At the time it was approved, the Employment Act represented a major 
extension of our traditional concept of shared private and public respon- 
sibility for the Nation’s economic growth and improvement. It gave 
explicit expression to a continuing interest on the part of the Federal 
Government in aspects of economic life that, outside the sphere of mone- 
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tar)^ policy, had prenously received deliberate Federal attention only in 
sucli eniexgenc)’ conditions as depression and '^s^ar. 

It is useful to recall the language of the Act's declaration of poliq*: 
“The Congress declares that it is the continuing polic}' and responsibility 
of tlie Federal Government to use all practicable means consistent with 
its needs and obligations and other essential considerations of national 
polic)*, ^nth the assistance and cooperation of industr)’, agxiailture, labor, 
and State and local governments, to coordinate and utilize aU its plans, 
functions, and resources for the purpose of creating and maintaining, in 
a manner calatlated to foster and promote free competitive enterprise 
and the geneiril welfare, conditions under Avhich there be afforded 
useful emplo}Taent opportunities, including self-employment, for those 
able, tailing, and seeking to trork, and to promote maximum employ- 
ment, production, and ptuchasing potver/' 

Thus, the Employment Act states that it shall be the policy of the Fed- 
eral Government to promote conditions under tchich there vdU be 
afforded employment opporumities by methods that are consistent '^s’ith 
the traditional American philosophy of indmdual freedom and competi- 
tive enterprise* Although the Act enlarges the area of expHdt Federal 
concern to include the quality of oiu airrent and expected economic 
accomplisliment, it does so tdthout diminishing the scope of prirate. 
State, and local responsibility. Far from seeking to centralize economic 
dedsion-making in the Federal Government, or even to confer predomi- 
nant responsibility for economic gro'wtli and improvement on the Federal 
Government, the la^c explicitly acknowledges tlie multiple soiuces of eco- 
nomic sti'ength in prit'ate indidduals and groups and at the several levels 
of government. The theme of the Act is captured in a phrase used in the 
Economic Report of 1960 and in the present one: “shared responsibility 
for economic giwvth and improvemenL'' This prindple, manifest in our 
economic life as in other aspects of the American ^s'ay, has carried us to 
die highest material ^vellbeing ever achieved, idthout hobbling the 
human spirit and ivithout impairing our political freedoms. 

The framers of the Act proposed high standards of economic achieve- 
ment. They vasely omitted, however, any requirement that economic 
goals be publidy stated as fixed quantitative targets, although this fact 
gives no ground for indifference to failure to attain die best levels of 
production, employment, and income that are feasible and sustainable 
for any period. Such a requirement could invite broad, irreversible inter- 
^■ention bv the Federal Government if the projected targets were not 
reached. The Act instead contemplates a framework in which the main- 
springs of private indiiidual initiatii’e continue to function in behalf of 
brisk economic activity, and in which the indiridiial retains a wide free- 
dom of choice. In our economic s}*stem, the level of adiievement is eveiy*- 
one’s responsibility and cannot be guaranteed by die Federal Govern- 
ment acting alone. 

It should be noted, also, that the Act states that the Nation's economic 
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:ct:%cs should he pursued t-nth due regard to other Federal objeaives 
ohifgatfonr, v-'hich must include a stable currenc/ and protcaion of 
value of the dollar. TTie goals of economic poIfc>', furthermore, arc 
ranked. They ha^ic to be pursued coordinately; emphasis on one to 
neglect of others vrould soon prove self-defeating. . . . 


GOlTPdN'MEXT AND PRIVATE POLICIES 

In our free economy, economic growth and the improvement of living 
standards depend not primarily on what government does but mainly on 
what is done by individuals and groups acting in their private capacities. 
In this syitem of shared responsibility, the tempo of economic activity is 
especially sensitive, for example, to the plans and actions of large firms 
and powerful labor organizations whose operations are national and 
international in scope. 

Government malces its basic economic contribution not through the 
volume of its ovrn erependitures but by promoting conditions favorable to 
the exercise of individual initiative and pnva.te effort. .Accordingly, a 
dominant purpose of government at ev^ery level must be the preserv'ation 
and invigoration of institutions that favor and support enterprise. In 
partiorlar, the Federal Government should encroach no more than neces- 
sary' on the province of private action. Indeed, it should expand as 
broadly as possible the opportunities for private dedsion-making; 
strengthen incentives for businessmen, workers, savers, and investors; 
and promote a vigorously competitive environment in domestic and in- 
ternational markets. And vdthin the area of public action, the Federal 
Government must avoid encroachment on the province of State and local 
units. The expected increase in the demand for public investment and 
the emergence of new regional and area problems will require efforts on 
the part of State and local authorities and of dtizens in general to render 
more euective the instruments of government located dose to home. A 
proper snanna ot gov'emmen tai responsibility may require a strengthen- 
ing of the czp-idr- of State and local endties to meet their emerging and 
increasingly heasy burdens. 


President Kennedy's Economic Report of 1962 

The 1952 Report of the President teas specific in outlining 2 scries 
of national economic goals emphasizing full and sustained prosperity, 
and 'vithout inflation, as follotvs (pp. 7-lOy. 

. . . The- unf.r.ished business of economic policy includes fl) the 
achir/ement of full employment and sustained prosperity v.-ithout infla- 
tion, {2j the acceleration of economic grovnh, C; the extension of equality 
of opportunity, and Kj the restoration of balance of pjayments equi]if>- 
riuim Economic policy thus confronts a demanding asdznmenf, but one 
vrhich can and ■'.•dll be met v.ddsin tf-.e £ramen.-orh of a free economy. 



biliiicji durixj;' the ICioOS. Ii v/iil lay the groundv/ork for meeting Loth 
our doMesiic necah and our v»or]d rc:5j>onsibilicie3. 

In November of Ja^t vear v;c joined with our 19 fellow meinhers of 
the Oigani/ation for Economic Cooperation and Development in ^-etting 
a common target for economic grov/tin Together v;c pledged our-, elves 
to adopt national and international policies aimed at increasing the 
combined output of the Atlantic Community by 50 percent between 
J9C0 and 1970. The nations of the West are encouraged and enliv'cned 
by .America's determination to make its full contribution to this joint 
cdloru 

We can do our share. In the mid-1960's, the children born in 1913 
and after vail be arriving at working age. The resulting rapid growth 
in our labor force offers us an opportunity, not a burden — provided that 
we deliver not only the jobs but also the rcsearcii, the training, and the 
capital investment to endow our new workers with high and rising pro- 
ductivity as they enter economic life. 

Our Coal of Equal Opportunity 

Incxeasingly in our lifetime, American prosperity has been widely 
shared and it must continue so. The spread of primary', secondary, and 
higher education, the wider availability of medical serv’ices, and the im- 
proved postwar performance of our economy have bettered the economic 
status of the poorest families and individuals. 

But pro:>perity has not wiped out poverty. In 19G0, 7 million families 
and individuals had personal incomes lower than 52,000. In part, our 
failure to overcome poverty is a consecjuence of our failure to operate 
the economy at potential. The incidence of unemployment is always 
uneven, and increases in unemployment tend to inflict the greatest in- 
come lo:^s on those least able to afford it. But there is a claim on our 
conscience from others, whose poverty is barely touched by cyclical 
improvements in general economic activity. To an increasing extent, the 
poorest families in America are those headed by women, the elderly, 
nonwhites, migratory workers, and the physically or mentally handi- 
capped — people who are shortchanged even in lime of prosperity. 

Last year's increase in the minimum v/age is evidence of our concern 
for the welfare of our low-income fellow citizens. Other legislative pro- 
posals now pending will be particularly effective in improving the lot 
of the least fortunate. These include (1) health insurance for the aged, 
financed through the social security system, (2) Federal aid for training 
and retraining our unemployed and underemployed ’workers, (3) the 
permanent strengthening of our unemplovmcnt compen^tion system, 
and (I) substantial revidon in our public welfare and assistance program, 
stresdng rehabilitation services which help to restore families to inde- 
pendence. - . . 
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President Johnson's Economic Report of 1965 

In die 1965 Report, President Lyndon B, Johnson revieived the na- 
tion's goals and indicated how national policy had been evolved to 
meet these challenging objectives (pp. 20-21). 

In our economic affairs, as in every other aspect of our lives, ceaseless 
cliange is die one constant. 

Rei'olutionary clianges in technology, in forms of economic organiza- 
don, in commercial relations ividi our neighbors, in the structure and 
education of our labor force converge in our markets. Free clioices in 
free markets — as ah\^a)^s — accommodate these tides of change. 

But die adjustments are sometimes slow or imperfect. And our stan- 
dards for die performance of our economy are condnually on the rise. 
No longer will ^ve tolerate ividespread involuntary idleness, umieces- 
saiy^ human hardship and misery, the impoverishment of ivhole areas, 
the spoiling of our natural heritage, the human and physical ugliness 
of om' dues, die ravages of the business q^de, or the arbitrary redisUibu- 
tion of purchasing power dirough inflation. 

But as our standards for die performance of our economy have risen, 
so has our ability to cope isdth our economic problems. 

Economic poliq^ has begun to liberate itself from the preconcepdons 
of an earlier day, and from the bitterness of dass or partisan didsion 
that bedouded rational discussion and hamper rational action. 

Our tools of economic policy are much better tools dian existed a 
generation ago. W^e are able to proceed with much greater confidence 
and flexibility in seeking effective answei*s to die dianging problems of 
our changing economy. 

The accomplishments of die past four years are a measure of the con- 
structii’e response that can be expected from irorkers, consumers, in- 
vestors, managers, fanners, and merchants to effective public policies that 
strive to define and achieve the national interest in 
— full employment with stable prices; 

— rapid economic growth; 

— balance in our external relationships; 

— ^maximum effidency in our public and prirate economies. 

These perennial diallenges to economic policy are not fully mastered; 
but ire are irell on our iray to their solution. 

As increasingly ire do master diem, economic policy can more than 
ever become die serront of our quest to make American sodety not only 
prosperous but progressive, not only affluent but humane, offering not 
only highei' incomes but ivdder opportunities, its people enjo)ing not only 
full emplo)Tnent but fuller lives. • . . 
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Report of the Council of Economic Advisors, 1965 

In its accompanying Report, the Council continued this same ap- 
proach and presented a clear statement describing how national eco- 
nomic goals are developed (pp. 32-33). 

We seek a world in which men, women, and children are healthy in 
mind and body. Economists cannot cure the illnesses of man. But they 
can devise ways to support hospitals, treatment centers, medical research, 
and the spread of the latest knowledge. 

Our goal is a free society, where men and women control their own 
destinies, where they decide for themselves where and how to spend their 
lives, their incomes, their time — free from governmental or private 
coercion. We seek to make opportunities equally open to all. Economic 
policy can enlarge freedom by breaking down artificial barriers to mo- 
bility and choice, by expanding the flexibility and responsiveness of pro- 
duction to changing wants, by encouraging diversity, and by preserving 
and increasing the rewards to originality and enterprise. 

Relating economic policy to broader human goals is not an altogether 
new orientation for the Council, Three years ago, it began its Annual 
Report with these words: 

The Report of the Council of Economic Advisers is a document directed 
toward economic problems and national economic policy. It is written in keen 
awareness that the ultimate goals of the Nation are human goals, and that eco- 
nomics is merely instrumental to the making of a better life for all Americans. 
Involuntary unemployment is a sign of economic waste, but the fundamental 
evil of unemployment is that it is an affront to human dignity. Expenditures on 
better education and better health are investments in future capacity to produce; 
but even if they v/ere not, they would be intrinsically desirable because ignorance 
and illness bar the way to happiness and security for many of our citizens. Social 
security and welfare benefits help to limit the depth of recessions, but their more 
important function is to protect human beings from hunger and despair. Statis- 
tical tables are to the economist what test tube and microscope are to the sdentist 
— the tools of the trade; but for the one as for the other, the ultimate dedication 
is to the quality of human life. 

Under the Employment Act, the basic duty of the Council of Economic 
Advisers is to advise the President on measures to achieve the goals of 
‘'maximum employment, production, and purchasing power.” If the 
economy performs well by the standards of the Act, the general climate 
will be hospitable to the many specific activities, public and private, 
which wall advance our human goals. 

In 1964, the United States passed a watershed in economic policy. After 
lengthy debate, this country boldly reduced taxes to accelerate expansion 
and reduce unemployment. The effects were immediate and telling. A 
mild expansion — ^%vhich might soon have lapsed into tired decline — 
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picked up its pace, and at year end shotved eveiy sign of long and rigorous 
life. 

The lessons of 1954 idU not soon be lost; 

— Fiscal polic}' can sustain grotsth and raise spending pots-er to the 
levels needed to nse our resources more fullv. 

4 

— Price stability can be maintained dining a strong and balanced 
expansion. 

— ^The balance of paraients can improve in a period of prosperity. 

A netc era for economic polic}* is at hand. A wide consensus of respon- 
sible opinion no^s* recognizes that Federal fiscal polic)' must be geared to 
keep the economy mo\ing ahead. 


Presidcjii Johjisoiz's Eco7iovuc Report of 1966 

The 1966 Report of President Johnson (pp, 5-6) outlines clearly 
ho'W' the national government ^ie^v's its responsibilities in helping to 
acliieve the objectives of public economic policy, 

THE PRINaPLES OF ECOXOMIC POLICY 

In a time of high prosperity, economic policv' faces new^ problems. But 
it is stiU guided by the basic principles tliat ha'^'e served us so ^s'ell. 

T^venty years ago next month, the Emplojinent Act of 1946 — ^ishich 
prescribes this Report — ^became law\ The principles of onr policy* emerge 
from that Act and from onr nvo decades of experience under it. 

The essential and revolutionar\' declaration of the Emplojment Act 
was that the Federal Government must accept a share of responsibility 
for tlie performance of the American economy. The nature of that share 
has been more and more clearly defined over the }ears, by the recom- 
mendations of four Presidents and the enactments of ten Congresses. 

I see these as the main tasks of Federal economic polic}' today: 

1. To attain full employment without inflation; to use fiscal and 
monetary' policies to help to match total demand to our gro'iving produc- 
ti^'e potential, w'hile helping to speed the growth of that potential 
through educadon, research and development, mrmpower policies^, and 
enlarged piiinte and public investment; 

2. To help to open the doors of opportunity to all, through develop- 
ing human resoiuces and removing barriers of discrimination, ignorance, 
and ill-healdi: 

S. To help to solve social and economic problems tliat neither pri^nte 
action nor State and local governments can solve alone — an efndent 
transportadon sy'stem, the protecdon of our emironment, the health of 
our agiicultiue. the reconstrucdon of our cides; 

4, To achieve and maintain equilibrium in the Nation’s external pay- 
ments, and to press for improvements in the intemadonal economic 
order; 

5. To maintain and enhance healthy compeddon; 
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6, To achieve national purposes as far as possible by enlisting the 
voluntary cooperation of business, labor, and other groups. 

Recognition of these responsibilities of the Federal Government 
neither lessens the responsibilities nor impairs the freedoms of individuals 
and private groups; nor does it challenge the authority of State and local 
governments. 

The tasks involve new and growing problems of an increasingly com- 
plex and interdependent economy and society. Only the Federal Gov- 
ernment can assume these tasks. But the Federal Government by itself 
cannot create prosperity, reduce unemployment, avoid inflation, balance 
our external accounts, restore our cities, strengthen agriculture, eliminate 
poverty, or make people healthy. 

Only through a creative and cooperative partnership of all private 
interests and all levels of government — a creative Federalism — can our 
economic and social objectives be attained. This partnership has written 
the story of American success. And a new vitalization of this partnership 
and a new confidence in its effectiveness have produced the extraordinary 
economic and social gains of recent years. . . . 


President Johnson's Economic Report of 1967 

Instead of outlining goals specifically, the 1967 Report of President 
Johnson implies these goals as it reviews the gains of recent years (pp. 
3“^). The Report then goes on to describe a number of economic 
problems and suggests policies for their solution. In effect, these be- 
come the goals, such as more equitable distribution of the gains of 
national economic progress, greater price stability, achieving equi- 
librium in the balance of payments, and assisting the disadvantaged 
through a number of welfare programs. 

RECENT ECONOMIC GAINS 

An average of 74 million persons were at work in 1966 — 2 million 
more than in 1965. Nonfarm payrolls averaged 64 million, a gain of 
3 million. On the whole, these jobs were better paying than ever, and 
more regular and more secure than most workers can remember. 

The value of our total production of goods and services in 1966 was 
$740 billion — $58 billion, or 81/2 percent, higher than in 1965. More 
of the ino^ease than we wanted represented higher prices. Still, the gain 
was nearly 5^ percent after correction for price changes. 

Labor, business, and the farmer all contributed to this major gain in 
production, and they rightly shared the benefits. 

Aggregate compensation of employees rose 10.3 percent. Average com- 
pensation per man-hour in the private economy rose 6.5 percent, reflect- 
ing increased wages and fringe benefits, more overtime, the shift to 
higher-paying jobs, and increased employer contributions to Social Se- 
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ciirity. Corporate profits after taxes adranced more than 8 percent: per 
dollar of sales they ivere roughly unchanged from the high rate of 1955- 
Net income per farm rose more than iO percent. 

The single most meaningful measure of economic Avell-being is real 
disposable income person — the after-tax purchasing po^ver in stable 
dollars. a\'ailable on the average to even* man, ^voman, and child. It 
rose Syi percent or $89 per person in 1955. Although this ad^nnce 'v\TiS 
somewhat smaller than in 1955, it rras still three tunes as large as the 
average yearly gain in the 1950's. 

Febmary* 1951 launched the strongest and most durable economic 
expansion in our economic annals, and it still continues. 

• Almost 9 million jobs have been added in the last 6 years, 

• The rate of unempIo^Tuent has fallen from 7 percent in early 1961 
to imdex 4 percent. The rate for white adult males fell from 5 
percent to 2 percent; for Negro men, from nearly 12 percent to 
le5^ than 5 percent, 

• Farly in 1931, more than nco-thirds of our major labor markets 
^\’ere "‘areas of substantial imexapIo}Taent''; today only S of the 
150 are so dassined. and 65 hax’e imemploNTuent below S per- 
cent. 

• 'While total poptilation rose 11 million bet^veen 1951 and 1955, 
the number of Americans in povei'ty declined 5l4 million, and 
probably fell at least another IK million in 1956. (The poverty 
definition is adjusted for the increase in indng costs.) 

• Our gross national product (GXP) has gro^A*n 50 percent in 6 }*ears. 
In constant prices, the gain has averaged 5 pi percent a year. The 
physical output of our factories and mines is up over 50 percent, 

• Pri\Ttte output per man-hour in 1955 w.5 19 percent higher than 
in 1931. 

• The 6-year addition to our gross stock of primte productive cap- 
ital — ^machines, buildings, transportation equipment, land improve- 
ments. and im^entories — is %'alued at $220 billion. 

• American famiKes have added S4;70 billion to their accumulated 
financial assets. They ha^ added $150 billion to their debts. So 
their net financial position is $520 biUion stronger than 6 years 
ago. , . . 
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The partial cx)nflict whicli exists beUveen minimum unempIo)inent 
and certain otlier national objectives — and whidi imposes the necessity 
of striking a balance between them — ^results mainly from tlie fact that 
these other objectives are seiwed by stability of tlie genei*al price level. 
Given the existing structure of tlie economy and the nature of the proc- 
esses by Avhicli prices and 'ivages are determined, a sei'ious attempt to push 
uneraplojment dose to zero would produce a high rate of price inflation. 
The result would be a weakening of the competitive position of U.S. 
products in trorld markets, an arbitral*)' redistribution of real income 
and ^realtli, and a tlmeat of even more serious consequences if expecta- 
tions of furtlier inflation should become dominant. 

Happily, ho^^'ever, the conflict between tlie goals ser\'ed by price sta- 
bility and the goal of minimum unemplo)'ment is only partial. Stabiliza- 
tion policy — polic)' to influence tlie ie\'el of aggregate demand — can strike 
a balance between tliem 'svhidi largely avoids the consequences of a 
failure in either direction, Furtliermore, tlie degi'ee of conflict can be 
diminished by private and public polides which improve the functioning 
of labor and product markets. 

There are various possible causes of unemplo)'ment, on the one hand, 
and of inflationar)" pressure, on the other. These causes may be grouped 
into (1) tliose related to aggregate demand and (2) those related to the 
structure and functioning of markets. It is necessar)' to distinguish care- 
fully betiveen tliese tiro groups of causes in setting an appropriate target 
for stabilization polic)\ 

The relation of aggregate demand and of structural causes to unem- 
plo)ment may be briefly described as folloivs: 

(1) The total effective demand for goods and sendees — ^by consumers, 
businesses, and goi'ernments — ^may be insufiSdent to employ all the per- 
sons seeking work at existing irage rates, 

(2) ^\^orke^s may be idle while vacandes are unfilled. This may arise 
because the ivorkers live too far ai^'ay from the available jobs, are not 
qualified for tliem, or simply ai'e unairare of their existence. In a d)Tiamic 
economy, there ivill ahs’a}'s be irorkers betireen jobs, some seeking new 
positions out of preference, some displaced by economic and tech- 
nological change. New entrants to the labor force isdll similarly be 
unemployed iriiile locating jobs suitable to thdr qualifications and prefer- 
ences. The lengtli of “frictionar* unemploiinent for any one worker, and 
the size of die pool of frictionally unemployed, depend on how smoodily 
the labor market functions, ho^v \rell the skills, experience, and qualifica- 
tions of ^rorkers matdi die spedficadons of available jobs, how ready 
workers are to change residence and occupation, hoiv adequate are fadl- 
ities for training and retraining, and how rapidly displacements resulting 
from economic change are ocenmng. Structural unempIo}*ment may be 
regarded as an extreme foim of frictional unemplo)inent. It occurs irhcn 
inability or failure to make die necessar)- adjustments concentrates iin- 
emplo)*ment of long diiradon on displaced ivorkers in particular areas 
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to find an attractive job is reduced, "WTien there are \’acancies every’iv'here, 
no one needs to travel far to find a job. And ^v'hen no applicant for a 
job meets its exact specifications, the specifications may well be adjusted. 
Similarly, the degree of infiationar}^ pressure arising from discretionar}' 
price and wage setting is not independent of the general strength of de- 
mand, Presumably, this pressure could be entirely eliminated by sufficient 
weakness in aggregate demand if that were the sole objective of stabiliza- 
tion policy. 

But while stabilization policy would not be an ineffective cure for 
either one or the other of these economic ailments, it would be an ex- 
tremely expensive cure. On the one hand, attempting to reduce frictional 
and structural unemployment by a highly inflationary expansion of 
demand would court disaster in our balance of payments position. On 
the other hand, an attempt to restrict aggregate demand so severely as to 
eliminate all risk of an increase in the general price level might well 
involve keeping the economy far belo'tv' full employment. This -^vould 
mean sacrifice rather than achievement of both of the major goals that 
price stability seiv'es. . . . 


Economic Stabilization 

Insufficient demand means unemplo}Tnent, idle capacity, and lost pro- 
duction. Excessive demand means inflation — general increases in prices 
and money incomes, bringing forth little or no gains in output and real 
income. The objective of stabilization policies is to minimize these deria- 
tions, i.e., to keep over-all demand in step wdth the basic production 
potential of the economy. 

Stabilization does not mean a mere leveling off of peaks and troughs 
in production and employment. It does not mean trying to hold over-afl 
demand for goods and services stable. It means rntnirnT zin g deriations 
from a rising trend, not from an unchanging average. In a growing 
economy, demand must grow in order to maintain full employment of 
labor and full utilization of capacity at stable prices. The economy is not 
performing satisfactorily unless it is almost continuously setting new 
records of production, income, and employment. Indeed, unless produc- 
tion gro^vs as fast as its potential, unemployment and idle capacity tvill 
also grow. And when the economy starts from a position well below 
potential, output must for a time grow even faster than potential to 
achieve full utilization, 

Tke PosturaT ilecord 

Despite the recessions of recent years and the inflationary’ excesses of 
the early postwar years, the postv.ur record of economic stabilization is 
incomparably better than the pretvar. The economy fluctuated riolently 
in 1919-21 and operated disastrously far belo^^v' potential from 1930 co 
1942, The 1929 level of GXP, in constant prices, not exceeded, 
except briefly in 1937, until 1939. The difference benv'een the 17 percent 
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imemplo)Taent of 1939 and tlie 3 percent rate 10 years earlier is a 
dramatic measure of the gro^vth of the labor force and producti^Tty even 
during depression. Since the As’ar, the economy’s detours from the patli 
of full empIo)Tnent gro^vtli have been shorter in both time and distance. 
There have been four recessions, but none of them has gotten out of 
hand, as did the decline of 1929—33. All of the declines have been reversed 
TOtliin 13 montlis, before unemplo)inent reached 8 percent of the labor 
force. For tliis improved performance there are several reasons. 

First, the ^rar and preceding depression left business firms and house- 
holds stan^ed for goods. Furtlier, wartime earnings coupled inth scarcities 
of civilian goods, rationing, and price control, saturated business firms 
and consumers w'iih liquid assets. For these legacies of depression and 
war, the economy paid a price in the inflations of 1946-48 and 1950, 
with delayed effects tliroughout the past decade. 

Second, the structure of the economy 'was reformed after 1933 in ways 
wliicli substantially increased its resistance to economic fluctuations. 
The manner in which government tax revenues and income maintenance 
programs serv’e as automatic or “builtdn” economic stabilizers is de- 
saibed below. The Nen\^ Deal strengthened and reformed the Nation’s 
banking and financial system ivith the help of neiv governmental credit 
institutions, deposit insurance, and loan and guarantee programs. These 
have virtually eliminated the possibility tliat economic declines '^rill be 
aggraA’ated by bank failures, foreclosures, and epidemic illiquidity. 

Third, there is a significantly impro^'ed understanding of the manner 
in whicli government fiscal and monetary* tools can be used to promote 
economic stability. Under the Emplo)'ment Act and the climate of opin- 
ion ^^*hich it s)*mbolizes, the Government has been expected to assume, 
and has assumed, greater responsibility for economic stabilization. 

Finally, businessmen and consumers no longer regard prolonged and 
deep depression as a serious possibility. They generally expect recessions 
to end quickly: tliey anticipate a long-term upward trend in the economy; 
and tliey spend and invest accordingly, Tliis stability of expectations is 
in part tlie result of stability acliieved in fact, and reflects genei'al under- 
standing of tlie structural dianges wliich have contributed to it. But 
expectations of stability are also a cause of stability — nothing succeeds 
like success. 

Achieving Greater Stability 

^Vhile our postwar performance is a great ad%*ance over tliat of preirar 
years, it is still far from satisfactory. ^Ve have had no great depression, 
but ^re have had four recessions. Even tlie relatively short and mild 
recessions of the postiv'ar period have been costly. In the last decade, the 
Nation has lost an estimated $175 billion of GNP (in 1961 prices) by 
opemting tlie economy below potential. Industrial production has been 
below its prerious peak nearly half tlie time since 1946. 

There is general agreement that economic fluctuations in the United 
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tax rates tinclianged- — ^liave expansdonax)’ effects on tlie economy, 'Wlietlier 
an expansion in spending — goveimment or priraie — leads mainly to more 
output or mainly to higher prices depends on tlie degree of slack in the 
economy. Under conditions of despread unemplo^’ment and excess 
capacity, businessmen respond to higher demand by increasing produc- 
tion; undei' conditions of full empIoTOient, prices rise instead. In the 
slack economy of 1961, for example, additional demand from both private 
and public sources ^v’as readily converted into increased production. 

Eiiilt into tlie Federal fiscal sptem are several automatic defenses 
against recession and inflation. Given the tax rates, tax revenues move 
up and dotvTi ivitli economic activity, since most taxes are letied on 
prh'ate incomes or sales. Indeed, tax revenues cliange proportionally 
more tlian GNP, Furtheiinore, certain Federal expenditures, such as 
iinemplo}Taent compensation payments, are automatically affected by the 
state of the economy. Economic fluctuations, therefore, result in sub- 
stantial dianges in Federal expenditures and ret'enues, e^’en '^vhen basic 
expenditure programs and tax rates remain undianged. ^Vith tlie present 
system of tax rates and unemplo^anent compensation payments, a one- 
dollar reduction in GNP means a reduction in Federal tax receipts and 
an ina'ease in ti'ansfer payments totaling about 50 cents. Therefore, pri- 
^*ate incomes after Federal taxes fall by onh* 70 cents for eadi reduction 
of one dollar in GNP, For diis reason, any initial dedine in spending 
and output is transmitted 'snth diminished force to other sectors of the 
economy. 

These automatic or btiilt-in stabilizers moderate tlie sevority of o'dical 
sinngs in tlie economy. If the forces causing a dotrntum in economic 
activity are treak and transient, die automatic stabilizers cushion the 
se\'eiity of tlie dedine and give the basic reaiperative potvers in the 
pri\’ate economy a better opportunity to produce a prompt and full 
recovery. 

But if die forces causing die dowmtum are strong and persistent, the 
built-in stabilizers may not siiSce to prevent a large and prolonged reces- 
sion. Furdiermore, they are blindly symmetrical in dieir effects. ^Vhen 
economic acti\'ity quickens after a slump, the rise in Federal revenues 
begins immediately and slo^vs die rocovery in employment and incomes. 
For these reasons, the task of economic stabilization cannot be left en- 
tirely to built-in stabilizers. Discretionary’ budget poliq*, e.g.. dianges in 
tax rates or expenditure programs, is indispensable — sometimes to rein- 
force, sometimes to olftet, die effects of the stabilizers. 

To be effective, discretionary' budget poliq' should be flexible. In 
order to promote economic stability, the Government should be able to 
diange quickly tax rates or expenditure programs, and equally able to 
reverse its actions as drcumstances change. Failure to arrest quickly' a 
doivntiUTi in income, production, and employment may shake the faith 
of firms and houseliolds in prompt recovery' and diereby lead to a nimu- 
lative dedine. Delay in countering inflationary' pressures may permit the 
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full-employment budget is too large when the Government demand con- 
tained in the budget, and private investment and consumption demands 
forthcoming from after-tax incomes, are insufficient to bring total output 
to the full-employment level. The actual budget will then show a smaller 
surplus or larger deficit than the full-employment budget. 

If the fiscal structure is biased in this direction, it can be corrected 
either by expanding Government purchases to employ idle resources in 
satisfying public needs; or by expanding private business and personal 
after-tax incomes through reduced tax rates or increased transfer pay- 
ments to employ idle resources in satisfying the demands of the private 
sector. When the budget is too expansionary, the combination of public 
and private demands will eventually exceed productive capacity, and 
excessive upward pressure on prices will develop. In this event, sound 
fiscal policy calls for lowering expenditures or raising tax rates, or both. 

The appropriate size of the surplus or deficit in the full-employment 
budget depends on the strength of private demand and its responsiveness 
to fiscal policy. The budget must counterbalance private demand. The 
weaker the underlying determinants of private demand, the more expan- 
sionary the budget should be; the stronger these determinants, the more 
restraining the budget should be. 

Whether a given budget is too expansionary or restrictive depends 
also on other Government policies affecting private spending, of which 
monetary policy is the most important. Other things being equal, a 
strongly expansionary monetary policy permits a larger surplus by 
strengthening business investment, residential construction, and other 
expenditures that are sensitive to the cost and availability of credit. 

Views of President Johnson, Economic Report of 1966 

The 1966 Economic Report of the President details how successful 
the economy has been in achieving the goals we have described, espe- 
cially those relating to full employment. Attention is called to the fact 
that the recent growth in Gross National Product has been sustained 
and balanced among the various components of GNP, to the impor- 
tance of both consumption and investment as source of economic 
strength, to the nearer approximation of actual to potential output as 
fuller utilization of resources has been realized, and to the closer bal- 
ance between investment and saving (pp. 31-42). 

APPROACHING FULL EMPLOYMENT 

The American Economy took a giant step in 1965 toward the achieve- 
ment of the Employment Act's goals of ‘‘maximum employment, pro- 
duction, and purchasing power." It was the fifth year of uninterrupted 
economic expansion, and the second year of declining unemployment as 
output moved closer to the economy's growing productive potential. 
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Since the Re\'enue Act of 1954 beause eSective. the economy has 
sho'.vn netv Mgor. Living' standards have risen at art unprecedented rate, 
and businessmen hai'e found ne’.v and stronger incentives to expand and 
mocsmire their productive facilities. Emploiment has forged ahead 
draraadcally, enlarging Job opportunities, partiailarlv for the yoim 
and the less advantaged groups in the labor force. As the year closed, th 
uneniploiment rate iras 4.1 percent, isithin inches of the 4 p<ercent 
incerini goad set by the Kennedy Administration in the 1952 Economic 
Report and beioiv any rate achieved since the mid-1930's. Meanivhile. 
despite some pressures on prices for particular commodities, the over-all 
price record remained far better than in that earlier period. In addition, 
last }'ear ivdtnessed significant progress tov,-ard ecnilibrium in the balance 
of pa^ntents- 

Xodsy, oiir 'vfgoroLis econoniy is in. a strong post don to cany’ the new 
b^irdens imposed by expanded nadonal defense requirements, ^»Vith an- 
other large ad\*aiice in total producdon oheacL defense needs vdll be met 
^»vhile consnmer Ihing standards again improve strongly and the capital 
stock is further enlarged, indeed the inrrecsr in output a^rdlable for 
ciAilian uses this year is expected to be one of the largest in oiir history. 

National seairity, of cottrse^ has hrst priorit}' on the budget and the 
first ciaini on producdom It certainly represents a less ivelcome use of our 
nadonai output than ^vould Federal Chilian programs or the pri^nte 
spending that would come from tax reducdon. Progress %vili condnue in 
building the Great Socfetyu but the pace of Federal civilian programs 
refiects the ciurent lugency’ of nadonal defense. 

Furthermore, rising defense requirements clearly complicate the task 
of economic poIic%\ The sdmuladve fiscal policies of recent years have 
achie'v'ed their mission. Consumer spending and investment demand have 
both been invigorated. The same logic that called for fiscal stimuli when 
demand vms weak now argues for degree of restraint to assure that the 
pace of the economy’ remrdns within safe speed limits. Mearntres to mod- 
erate the growuh of private ptirchasxng power are needed to ofiseq in part, 
the expansionary’ innuence of rising defense ourla.y’s if intensified price 
and ware pressures are to be avoided. A combirtadon of such measures — 
afiecdng excise tax rates and the timing of individual and corporate tax 
payments — ^is thus a key proposal in the President’^s fiscal program. 

At the same time, the Administration looks toward further declines in 
unemployment during the year ahead — indeed, to the low’est level since 
1955. These ambidous targets are a renewed expression of confidence in 
the vigor, adaptability, and producdvitv’ of our private economic system — 
a confidence which has been richly rea£mied and rev\*arded in the past 
2 v'erns by the Nation's smooth progress and eScient performance in 
anproachine full emulovment. Nonetheless, this is a vear of manv uncer- 
tainties: me ad'vance into the ne*.v territory of still lover unemplo-j.-ment 
must be made vtith core: meanvbdle. defense reqinrements could shift 
suddenly in either direction in the months ahead. Fiscal policy stands 
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Chort t 


Changes in Gross NaHona! Producf Since 1961 


CHANGES JH ElUIONS OF DOUAJ^ 



i/RESlDEKTlAL STRUCTURES, CHAKGH IK BUSINESS IKVEKTORIES, AKD KET EXPORTS CP 
GOODS ASO SERVICES. 

SOURCE: CEPXRTVEKT CP COMMERCE, 


Kennedy Administration Tuas comdnced that adequate total demand 
could reduce tmempIo)inent at least to 4 percent wthout inflation. To 
accomplish this objective, it developed a comprehensive program of tax 
measures, including loTuer personal and corporate tax rates, depredation 
reform, and an investment tax credit. The personal tax cuts raised after- 
tax earnings and spurred more spending by consumers. The corporate 
measures added further to private investment incentives and to the vol- 
ume of investible funds. 

The economy responded Tvell to these measures, and espedally to the 
major tax cut of Febniaiy* 1964. GNP rose by nearly §40 billion in 1964, 
compared %\ith the gain of almost §30 billion in 1963, and the unem- 
pIo}*ment rate fell to 5.0 percent by the end of the year. 

Statistical analysis of the impact of the tax reduction suggests that it 
Tvas responsible for nearly the entire §10 billion step-up in the annual 
increase of GNP. The redaction in tax liabilities in 1964 boosted the 
after-tax incomes of households and businesses. Spending by these sectors, 
particularly consumer outlays, rose in response to these larger after-tax 
incomes. This higher spending increased sales, emploxment, and earn- 
ings. Larger earnings, in turn, prodded the basis for still more consump- 
tion spending. Investment Ts'as also stimulated by gains in business sales 
and higher capadty utilization. By early 1965, the contribution of the tax 
cut in lifting consumption and investment spending was more than §20 



so XATIOX.VL zcoxo>nc FOUCV 


billion (annual rate). Since the ejects of the tax cut annulate through 
time, its contribution has grov,*ii further, readiing SoO billion by the end 
of 1955. 

As 1935 opened, the remaining Lift from the Revenue Act of 1954 v^ns 
not in itself suSdent to assure a sustained reduction in unemployment. 
Consequently, a good opportunity tms presented for a long-a\\uited re- 
duction in exdse taxes and a liberalization of Sodal Security' benefits, 
both of %vhich '^v'ere desirable on equity* grounds. These actions tvere pro- 
posed in the fiscal 1956 budget, presented in January 1955- In combina- 
tion tdth expected modest increases in other expenditures, they more 
than offset the normal grovrth of Federal revenues, and thus provided a 
net fiscal stimulus for calendar 1955. The stimulus tms planned for the 
second half of the year since heaty stoddng of steel inventories in 
anddpadon of a strike tvns expected to sdmulate demand early in the 
vear and subseouentlv to be reversecL 

The fiscal acdons in 1955 vrere a success. The economy did move further 
totv‘ard full employment, even more rapidly than anddpated: yet demand 
did not outstrip capadty to produce. 

SOURCES OF STRENGTH 

Personal consumpdon and business fixed investment, the two types of 
spending expected to be most responsive to the major 1954 tax reducdon. 
surged ahead in 1964 and 1955. Buoyancy' in these sectors outweighed 
sluggishness in residendai construcdon outlays and moderadon in inven- 
toiy investment (Table I). 


Tabix 1. — Char.ges in gross ncticncl product since early 1961 
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Consumption 

The consumer ’^s'as a bul'isnrk in the strong general economic gains of 
1964 and 1955. Except for the fourth quarter of 1954, when strikes cur- 
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tailed automobile sales, consuiuption gre'sv by §7 billion or more in every 
quarter of this period. Only twice before, once at tlie start of the Korean 
war and again at tlie beginning of 1959, had quarterly increases of this 
size occuned. 

A notable feature of the recent sharp advance in consumption expendi- 
tures is its pervasiveness. The sharpest relative increases occuiTed in 
purchases of durables, tvhicli are generally most sensitive to fluctuations 
in tlie groivth of income. From the end of 1963 to the end of 1965, real 
expenditures on automobiles toppled all previous records, rising on aver- 
age by 11 percent a year. Yet this strong rise was closely paralleled by 
outlays for other durables. And real outlays on botli nondurables and 
services rose at an unusually strong 5i/^ percent annual rate. 

Consimrers tvere able to take these fonvard strides because of rapid 
gains in their purcliasing potver. Real disposable income grew at an 
average annual rate of 6.3 percent in the 2 years after tire 1964 tax cut, 
in contrast to the grorvtli rate of 3.9 percent in the preceding 2 years. The 
consumer continued to be a dependable performer in the economy. 
During tlie past 2 years, die rise of almost §61 billion in consumption 
amounted to 91 percent of the §66 billion increase in disposable income. 
Spending on consumer goods and sendees has typically absorbed approxi- 
mately this proportion of increases in disposable income, when allowance 
is made for some lag in adjustment to unusually large income gains. 

Table 2. — Chajigcs in employment mid income since early 1961 


[Seasonally adjusted] 







Percentajre change 






per year 

Scries 

Unit 

1961 I 

1963 IV 

1965 IV I 

1961 I 

1863 rv 






to 

to 






1965 rv J 

1965 IV J 

Civilian labor force: 






2.6 

Etnplovmpnt _ . 

MUUons of personsL 

2 66.6 

69.3 

73.0 

2.0 

tJnpTnpInymPTit _ 

2 4.9 

4.1 

3.2 

^8.4 

-12.1 

Personal income: ’ 

! 



Tntftl fbpfnr«tft'tp«;)_ . . 

Billions of dollars. 

406.6 

475.6 

546. 0 

6.4 

7.1 

WopD and ^ary' disbursements. 

do — 

270.9 

318.8 

36S.1 

6.7 ' 

7.6 

DispO'yibln (ftftpp tnxps) _ 

do—* — 

354. S 

414.0 

4S0.3 

6.6 ' 

7.T 

Cor^rale profits: * 

Bprnre .. ^ 

1 

do..* 1 

45.0 I 

i 

60.8 

<74.6 

*11.9 

*12.4 

After taxes 

do ! 

24.4 ; 

33.8 

*44.5 

*14.3 

*17.0 



1 





> Prellralnarj'* 

> Adjusted for comparability with subsequent data. 

» Quarterly data at annual rates, 

< Profits data relate to 1965 III. 

Sources: Department of Labor, Department of Commerce, and Council of Economic Advisers, 

The largest beneficiaries of tlie rapid rise in income were ivorkers 
rescued from unemployment. Otlier consumers also benefited, altliougli 
Jess di-amaticall)', tlirough loiver taxes, lugher ivages, and fuller ivork 
scliedules (Table 2). Thus, expansionary' fiscal policies ivere translated 
for most Americans into rising standards of living — ^more and better 
provision of tlte physical necessities, the social amenities, and the per- 













FULL EMPLOYMENT AND STABILIZATION 83 


inventor)' investment of $7.1 billion i\-as in line is-ith the growth of final 
sales. As Cliart 2 shon-s, inventory-sales ratios remained remarkably stable 
throughout the past 4 years, in marked contrast to the cyclical ups and 


Chart 2 


Business Inventory-Sales Ratio 

RATlOi/ 



^RATIO OF XUKHFACTUKINX; AKD TRADE IKVENTCRIES TO SALES; BASED OX SEASONALLY ADJUSTED 
CUARTERLY AVERAGES OF WONTKLY SALES AND ENO-OF^WOSTH INVENTORIES. 

SOURCE: DEPARTMENT OF COU.UERCE. 


doTSTis in the late I950's. In recent years^ businessmen's sales expectations 
Tvere validated or surpassed by performance; moreover, prudent man- 
agement helped to keep stocks closely geared to sales. 

Residential construction Tvas the only major component of private 
spending Tvhicli remained weak in 1964 and 1965. In the 1961-63 period, 
the average annual addition of 1.46 million units to the pri'V’ate housing 
stock exceeded by an imusually large mai^n the average annual rate of 
net family formation (870,000). Excess supply developed in particular 
housing markets, especially in the I Vest and in high priced apartments 
in scattered other locations. Thus, the upsmng in residential construc- 
tion actiTaty ended early in 1964. The number of private housing starts 
fell from an annual rate of 1.7 million units in the first quarter of 1964 
to a low of L4 million units in the third quarter of 1965. The real value 
of home construction held up somewhat better — because of a shift tonmrd 
bigger and better quality new homes. Nevertheless, residential construc- 
tion added practically noticing to the growth of GNP — even in current 
prices — in 1964, and was again a conspicuously lagging sector in 
1965. . . . 
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The Balance of the Economy Today 

The potential output of the American economy has continued to grow 
rapidly in the past 5 years. Aggregate demand, however, has advanced 
even faster. Output has risen to within li/^ percent of the economy’s 
estimated potential. Meanwhile, private investment has forged ahead to 
match high-employment private saving. The good balances of demand 
with potential output and of investment wdth high-employment saving 
are two related measures of our progress. 

Balance of Output and Potential 

In 1965, the American economy achieved fuller utilization of its vast 
hmnan and physical resources than at any time since 1957. Jobs were 
provided for more persons able and willing to work, thus leading to a 
more equitable distribution of the Nation’s output and reducing tire 
ranks of those unfairly condemned to a meager subsistence because they 
cannot find work. More and more Americans have had the chance to 
exercise their preference for employment rather than doles. Adult males 
had an unemployment rate of 5.7 per cent in 1961. The rate fell to 2.6 
percent by the end of 1965, not because attitudes toward work were 
uplifted, but because opportunities for work widened greatly. 

A high-employment economy generates benefits for the rest of the 
Nation as well as for the previously unemployed. The additional out- 
put directly attributable to the efforts of the reemployed is just one part 
of the larger output that accompanies increased employment. In addi- 
tion, productivity is higher as a result of improved utilization, primarily 
reffecting the more efficient use of overhead labor, such as clerical, pro- 
fessional, maintenance, and managerial employees. 

Improving employment opportunities also attract more persons into 
the job market and thus add to the measured labor force. Manpotver 
supplies are further increased in periods of advancing activity by the 
lengthening of the work week, as part-time employees are converted to 
full-time and as overtime work increases. 

In the last four Economic Reports, the Council has discussed the con- 
cept of potential GNP, defined as the volume of goods and services that 
the economy would ordinarily produce at the interim target unemploy- 
ment rate of 4 percent. The measurement of potential GNP must incor- 
porate the effects of the higher productivity, the larger labor force, and 
the fuller work schedules which accompany reduced unemployment. 

Potential GNP does not stand still. Over time, population trends add 
to the number of persons in the labor force. Furthermore, increases in 
the quantity and quality of capital, advances in technology, and im- 
provements in the quality of labor raise the potential productivity of the 
labor force. 

The evidence indicates that, from the mid-1950’s and into the early 
1960’s, the potential labor force grew at the rate of about li^ percent a 
year. Normal growth of man-hour productivity for the entire tvork force 
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(including Govemment as Avell as private ^vorkers) 2 ^^ percent a 
year. Hours %vorked a year trended donTin*ard at a rate of nearly one- 
fourth of 1 percent annually. Thus, potential GXP gre^v by SiA percent 
a year. 

For recent }’ears, a real growth rate of actual GXP somewhat greater 
than 5}4 p^cent has been required to hold the imerapIo}ment rate 
constant. Hence, the Council last year raised its estimated rate of gro^\rh 
of potential GXP to 3? 4 percent, beginning in 1963. More rapid growth 
of the labor force ^rill finrther increase tlae gro^vrh rate of potential GXP 
in the years ahead. During 1966, the Department of Labor ^vdll release 
a study, siunmariring the results of extensive researdi on the prospects 
and patterns of growth by 1970. 

The disparity or “gap'" between potential and actual output (Chart 3) 
represents the goods and sendees foregone because of the underutilization 
of resources. The persistent gap since the mid-1950's has meant a total of 
^260 billion (in 195S prices) in lost output. This loss tsris at a peak 
annual late of ^50 billion in the first quarter of 1961. The gap ’^^'as 
reduced during the next few years. It shrank dramatically in 1955, reach- 
ing §10 billion, in tlie final quarter ^vhen the unemplo}Tnent rate uvis 
41,4 percent. 

During the second half of 1965, unexQpIo}inent fell some^s’hat more 
rapidly than tcouid have been expected from the rate of ad^rmce of real 
GXP. It noAV appears likely that the unempIo^Tuent rate wli reach 4.0 
percent ^vhile the trend calculation stiU shows a small GXP gap. Recent 
experience has been influenced by the expansion of the armed seiaices 
and of Govemment andpoverty programs for training young imskilled 
workers, both of which have a stronger effect on unemployment than 
on output. Despite the discrepanc}' between the esdmate of the gap and 
the movement of unemployment that emerged late in 1955, it is dear 
that the Coundrs estimates of the potendal GXP assodated ^rith 4 per- 
cent unemployment have been dose to the mark throughout the expan- 
sion. Potendal output has proved to be quandfiable udthin a sufficiently 
naiTOw range to justify its use as a key concept in the analysis of stabiliza- 
tion problems and polides. 

The 4 percent unemployment rate has been deiced consistently by the 
Administration as an interim target obtainable by aggregate demand 
polides alone without sacrifidng essendal price stability. But aggregate 
demand policies have not been alone. Other public and private polides 
have improved the functioning of markets and the skills of the labor 
force, as Chapters 2 and 5 explain in detail. These polides hai'e now 
made prudent a reduedon in the unemployment rate to a level below 
4 percent. . . ^ 

Vteics of President JohnsoUj. Economic Report of 1967 

Altiiough the quest for price stability icas featured in all of the 
reports, the 1967 Report gave greater relative emphasis to this objec- 
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tive, spurred on no doubt by the better than tliree percent increase in 
consumer prices during 1966, after a period of comparative stability 
for several years. The case for price stability is summarized as follotvs 
(pp. 11-13): 

• For the year as a Avhole, slightly less of our resources than last 
year '^rill be used to build netr homes, although a sharp recover}" 
in residential construction from its aurent deep recession is 
expected dining the coinse of the year. 

As the fioiv of goods and sendees to consumers expands, the abiiit}’ of 
oin elderly citizens to share in these gains ^sdll be supported by a rise of 
more than $6 billion in Sodal Secinity' and Medicare pa}TQents. 

In 1967, we 'vrill have no bonus di\idend from using previously idle 
resoinces. But the dmdend from gromh alone is a big one* must 
be sure \s'e get it; and tee must use it tsisely. 

RESTORING PRICE STABILITY 

From die beginning of 1961 until 1965, the United States enjoyed 
both price stability and a strongly expanding economy. The average of 
wholesale prices hardly moved, and consumer prices rose only a litde 
more than 1 percent a year. Last year, that record teas blemished. Con- 
sinner prices rose 2.9 percent between 1965 and 1966, wholesale prices 
S.2 percent. 

^Vhen tee teere involved in Korea, consumer prices rose 8.0 percent 
betteeen 1950 and 1951, wholesale prices 11.4 percent. And tee had price 
controls diuing most of 1951. 

Even when tve tvere not at tvar, consumer prices rose 3.5 percent be- 
tween 1956 and 1957, wholesale prices 2.9 percent. 

Nevertheless, tv’e are not satisfied trith our record on prices. And we 
expect to improve on it this year. 

There are many reasons tvhy tee refuse to tolerate rapidly rising prices: 

• They injime those tvith fixed incomes, especially older people. 

• They can lead to speculation and economic distortions tvhich could 
undermine prosperity. 

• They weaken our competitive position in world markets. 

• As they persist, they become harder to stop tvithout throtving the 
economy into reverse. 

Restoring price stability is one of our major tasks. It tvill not be accom- 
plished all at once, or all in 1967. That could be done — if at all — only 
at the cost of mass unempIo)*ment, idle machines, and intolerable eco 
nomic ^vaste. But a gradual return to stability can go hand in hand tvith 
steady economic advance. 

Such an improvement tvill require 

— prudent fiscal and monetaiy* policies; 

— Government efforts to help relieve the key points of pressure on 
prices; 
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— the end of labor shortages in key areas. 

Other eSorts of the Federal Govemnent can help to relieTc pardcnlar 
pressores or. prices and vnges. Vie vrDl conthme 

— to increase eSciency of the ernploynieiit services in inaiching jobs 


— to handle GoTenment procnrenient so as to niiiiiiiiize its p::es- 
sure on prices; 

— to dispose of surplus Govenment stockpiles to alleviate shortages 

— to manage larm programs to assure adequate supplies as well as 
eGiiitable returns. 

But ehorts of the GoTemment alone will not be enough. The coopera- 
tion of business and labor is essentiai for success. 

In the past year^ most businessmen who had a choice in setting prices 
and most trade unions that n^odated tmge contracts acted responsibly. 
Yhey did so because they took account of the nadonal interest and saw 
that it was also their otvn. 

It business and labor vrere to consider only their own short-run interest 
— each union might seek a wage increase which exceeds the most 
recent settlement bv some other union: 

— each business might strive to achieve a new pront record by trans- 
lating strong demand into higher prices, whether or not costs 
have increased. 

But when business and labor consider the nadonal interest — ^and their 
own longer-run interests — they realize that such acdons would have only 
one result: a '^•.age-price spiral Tvhich is in the interest of neither. 

• If unions novr attempt to recoup in wages all of the past or andd- 
pated ad^anco in the cost 01 living — in addidon to the produc- 
dvity trend: 

• I£ businesses now seek to pass along rising costs '^vhen it would be 
possible to absorb them or do not reduce prices when costs fall: 

then the result '^vdll be just such a spiral — damaging to business, damaging 
to labor, and disastrous to the Xadon. 

Once again, I appeal to business and labor — ^in their owm interest and 
that of the Nadon — for the utmost restraint and responsibility in wuge 
and price dedsions. . . . 



6. PRICES, COMPETITION, AND 
MARKET STRUCTURE 


Gn^EN THE PROPOSITION tliRt fvill eiiiplo)TQent and economic stability 
are desirable goals for national economic policy, the next question is: 
Hoiv to achieve tliem? One approacli argoies tliat the price and market 
systems should be relied on to act as tlie allocators of resources and the 
determinants of efficiency in tlie economy. This is tlie approacli of the 
free enteiprise model. Dissenting groups argue tliat a substantial degree 
of governmental central planning must be introduced into tlie system 
to direct tlie allocation process. Hence, goi'emment should be gii’en an 
increased role. The influence of prices (especially increases), competi- 
tion, and market structure permeates all of the economic reports. 

The 1962 Report examined tliese forces from tlie free enterprise 
approach; tlie subsequent reports provided for a greater relative role 
for positive governmental inten'ention. 

Vicxvs of the Coxmcil of Economic Advisers, 1962 

The Council’s 1962 Report anal)7ed the important role played by 
prices in a free enterprise economy (pp. 167—169). The Council tlien 
iv’ent on furtlier to detail tlie proposals for assuring tliat such a system 
might prei-ail (pp. 183—184). 

PRICE BEHAVIOR IN A FREE AND 
GRO^\aNG ECONOMY 

Price behavior embraces both changes in the over-all level of prices 
throughout tlie economy and changes in price strncivre — the relation 
of pardcular prices to eacli other. Changes in either tlie level or the 
sti'uctui'e of prices have far-readiing influences ivhich can affect for better 
or irorse the performance of a free economy. Botli aspects of price be- 
harior are closely related to major problems idiicli confront the U.S. 
economy toda)’. 

Our success in solring the international pa)ments problem (disaissed 
in die prerious diapter) irill depend to a major extent on our ability to 
avoid inflation. To recognize diis compelling reason for price stability 
is not to say diat stable prices are desirable only for their contribution to 
die achievement of equilibrium in om* balance of pa)Tnents. Even creep- 

89 
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ing inflation has effects on the distribution of income which are always 
capricious and often cruel, and it may generate perverse clianges in the 
structure of prices. Galloping inflation is profoundly disruptive of eco- 
nomic efficiency and growth. But to these persisting arguments for avoid- 
ing inflation is now added the pressing and immediate need to strengthen 
the competitiveness of U.S. industry in world markets. 

International competitiveness is affected by many considerations, 
including quality, variety, service, credit facilities, and promptness in 
delivery. But after full weight is given to these considerations, price 
remains at the heart of the matter. The effect of price developments on 
our international competitive position will not, of course, be determined 
by the behavior of U.S. prices alone; what counts is the change in the 
ratio of U.S. prices to the prices of those countries with which we com- 
pete in world markets. There is independent reason to expect in the next 
few years a moderate upward price trend in some competitive countries, 
but a decline in the ratio of our prices to theirs is obviously more likely 
if our own prices remain stable than if they rise. 

Large potential gains in national economic welfare are at stake in the 
course of price developments over the next year or two. Stable prices — 
together with the many other measures to strengthen our payments posi- 
tion discussed in Chapter 3 — will move us toward equilibrium in our 
international payments. This, in turn, will remove a possible impediment 
to the vigorous pursuit of full employment. 

It is always possible to strengthen the balance of payments, at least for 
a time, by weakening the economy. Checking and reversing the economic 
expansion would reduce our demand for imports by reducing our demand 
for all goods and services. Raising interest rates sharply would probably 
attract some foreign capital to the United States, but it would raise the 
cost and reduce the volume of domestic expenditures for new business 
plant and equipment and residential construction. This road to balance 
of payments equilibrium endangers the interests of the whole Nation and 
specifically the interests both of labor and of business; for the former it 
increases unemployment, while for the latter it lowers profits. Both groups 
stand to gain from price level stability, which lays the foundation for 
the harmonious coexistence of balance of payments equilibrium with full 
employment and rapid economic growth. 

Price level stability does not, of course, require stability of all prices. 
On the contrary, the structure of relative prices constitutes the central 
nervous system of a decentralized economy. Changing relative prices are 
the signals and stimuli which foster the efficiency and guide the growth 
of such an economy. 

Changing relative prices serve to ration scare goods and services. They 
encourage consumers and business firms to economize on the use of things 
which have grown scarcer, and to use more freely those things which have 
become more abundant. They attract resources into the production of 
those things for which demand has increased, and encourage the outflow 



PRICES, COMPETITION, AND MARKET STRUCTURE 91 

of resources from the production of tilings for ^sdiicli demiind has de- 
clined. They pro^dde generous reivards to innoiutors, and then assure 
that tlie benefits arising from innoration are iridely diffused tliroughout 
the economy. They direct economic actirity into the most productive 
diannels. A smoothly functioning price SA'stem, ^rhile it cannot solve all 
of the resomrce-use problems of oui' economy, is nei'ertheless an indis- 
pensable agent for reconciling decentralized prh’ate decision-making irith 
national economic objectives. 

In tlie context of current economic policy goals, flexible relative prices 
play an important role in enconraging maximum production and shap- 
ing the pattern of grmrth. As the economy approaches full utilization of 
piuducdve resomces, premature and stubborn bottlenecks may arise in 
some sectors ^rhile labor and capital are underutilized elseivhere. This 
danger is lessened if production resources are sufficiently mobile to shift 
promptly into the sectors of the economy ivhidi are coining under pres- 
sime. Flexible price and ivage relationships are not in themsdtus suffident 
to assure that capital and labor 'vdll floiv from relatively declining to 
relatively expanding sectors. But flexible price and M^age relationships 
can smooth the process, both by signaling the directions in '^rhich resource 
movements should occiu:, and by proriding incentives to encourage sudi 
sliifts. Prices must fall as Avell as rise, ho'svever, if changing relative prices 
are to play tlieir role in guiding resource movements wthout fordng a 
steady rise in the over-all level of prices. . . . 

PoLicoEs Affecting Price Behavior 

The over-all stability of prices should be achieved in a manner con- 
sistent irith the flexible response of indiAidual prices and ivage rates to 
changes in cost and demand tsdtliin an enriromnent of dynamic com- 
petition. Thus, government polides to promote price stability must ivork 
to maintain and increase the freedom of tlie prirate economy, not to 
limit it. In peacetime, attempts to stabilize prices through the imposi- 
tion of diiuct wTige and price controls or through interference irith the 
rights of employees to organize and bargain collectively are unacceptable. 
Also unacceptable are polides Avliich pursue price stability wthout re- 
gard for tiie effects on emplopnent, production, and purchasing power. 
Places might be stabilized in an underemployed economy; but to accept 
heavy unemplo}Tnent and persistent slack as the necessar}’ cost of price 
stability is to undeimine the ritality and flexibility of tlie economy and 
to reduce American strength. 

Competitive behavior throughout the economy involves more than 
ri\*alr)' among firms selling similar produas in a single market; it also 
involves hard bargaining betiveen firms buying and selling from each 
other and between firms and unions. Abridgement of competition may 
be evidenced as much in permissive tN*age increases which are simply 
passed along in higher prices as in agreements among firms to diride 
markets. 
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were started. Thousands more were discontinued or merged, or trans- 
ferred their operations from one industry or locality to another. 

Within the important manufacturing sector, certain structural trends 
have emerged in the period since the end of World "War II: (1) Through 
internal expansion and merger, large firms have gro-^vn more rapidly than 
the manufacturing sector as a whole. As a result, their share of the total 
market for all manufactured goods has risen. (2) Within some individual 
industries, the concentration of production in the hands of the 4 firms 
u-ith the largest shares of the market has increased; in others it has de- 
creased. Over-all, concentration v/ithin specific industries has sho^v^l no 
significant trend. 

The market share of the 100 largest U.S. manufacturing firms has 
grown rapidly since World War II. Chart 14 shows that, between 1947 

Chart 14 

Shares of Largest Companies in Manufacturing 

AS MEASURED BY VALUE ADDED 



> VALUE ADDED IN MANUFACTURING 
SDURCE- DEPARTMENT OF COMMERCE. 


and 1962, their share of value-added in manufactiuing grew from 23 
percent to 32 percent. And their share of all manufacturing assets in- 
creased from 39 to 45 percent between 1950 and 1962. Partly this has 
resulted from expanding markets in a growing economy and from able 
and efficient management. It has resulted also from the postwar merger 
movement which will be discussed below. 
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Concentration Avithin specific industries is frequently measured by 
the share of an industiy^'s shipments attributable to the 4 firms ^vith 
largest shipments. Table 18 shows that this measure of concentration has 
risen in some major manufacturing industries but fallen in others. In 
1947, 24 percent of manufacturing sliipments were in industries in which 
die 4 firms irith largest shares of the market accounted for at least half 
die sliipments. In 1958, the figure A\*as 23 percent, indicating litde, if any, 
trend during the period. 

An important part of the explanation of these opposing movements — 
die increasing influence of large firms in total manufacturing acdrity 
while concentradon in specific industries shows no significant trend — 
can be found in the size and character of the posnvar merger movement. 
The Federal Trade Commission has recorded more than 11,000 mergers 
since 1948. Since 1950, the 200 largest industrial corporadons have ac- 
quired more than 2,000 other concerns, and 257 of the 1,000 largest manu- 
facturing corporations have disappeared through merger. Mergers of 
large firms gi'e^v rapidly in number and importance from the end of 
'World '^Var II until 1955, fell off briefly, and then condnued to grow 
again after 1959. 


Tabue is. — ConcentTaiion in selected industries, 1947 and 1958 


IndushT 

Value of 
shipments 
19^ 

(millions of 
dollars) 

Percent of value of ship- 
ments accounted for hy 

4 largest firms 

1947 

195S 

Prhnsrv sluirlnum 

S02 

100 

(*) 

Locoraotives and parts 

oSi 

91 

95 

Tin cans and other tiu'R'are 

1.S04 

78 

SO 

Cicarettes * . 

2 159 

90 

79 

Computers-—-. - — 

1.0:6 

69 

77 

Motor vehicles and parts * 

6,419 

65 

75 

Tires and inner tubes— 

2,272 

77 

74 

Aircraft engines 

3,359 

7^ 

5o 

SteelTvor^ and rolUnc mills* 

5.9S0 

50 

53 

Electric appliances - - 

755 


43 

Meat packing plants * — 

1.677 

41 

34 

Cement, hydraulic. — .. .... 

1,GC9 

30 

32 

Petroleum reSnins: - 

14.1D6 

37 

32 

Machtae tools 

6S5 

20 

21 


iNot avaiUble, 

* Data are for value added rather than value of shipments. 


Source: Department of Commerce. 


Earlier merger movements ^vere characterized largely by "verticar' 
acqiiisidons among firms that ^v*ere in a buyer-seller relationship and by 
‘‘horizontal’' acquisitions among competing firms. Anticompetitive merg- 
ers of both kinds are now effectively proliibited by our antitrust laws. 
Many of die more recent mergers, ho^^•e^‘er, have been “conglomerate" — 
that is, the acquisition by one firm of another in an imrelated product 
line, normally to achieve economies of management or sales or diversifica- 
tion of risks. These, too, are subject to the antitrust laws, but their effects 
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nomics and the la^w Sound economic anal}^is needs to be used to define 
the relevant market, to assess the extent of concentration and barriers to 
entr}* of neiv firms, and to e^*aluate business policies. Equally important 
is the development of sound economic criteria for the selection and 
preparation of antituist cases, since the desirability of many business 
actions depends on their economic setting and significance. , • . 

DETERMINATION OF THE PRICE LE^TL 

The relation bervveen the volume of economic acmity and the price 
level is not simple. As a first approximation, the classical lais' of supply 
and demand leads one to expect that the change in the price level '^^ill 
depend mainly on the size of the gap between capacity and actual output. 
The more production falls short of potential — i.e., the greater is excess 
productive capacity — the further prices should drop. Conversely, when 
demand outruns aggregate supply, the imbalance should raise prices. 
Hist or)' shows that things are rather more complicated. For example, the 
second half of 1955 a period 'when there ivas no gap bet'^veen potem 
dal production and actual producdon, yet the GNP deflator — our most 
comprehensive indicator of the price level — ^rose little. In 1957 and 195S, 
when die gap '^vas beginning to assume considerable size, the GNP de- 
flator rose substandally. The GNP deflator rose at a fairly steady and 
modest pace, both in the years '^vhen the gap i\'as large — in 1958-61 — and 
when it narrowed substandally — ^from 1961 to 1965. Clearly, more de- 
tailed anal)‘sis is necessai)'. 

Some important components of the price level have risen continuously 
over the years, pardcularly in construcdon, services, and Government. 
Other components of the price level, especially agriailtural and some 
raw material prices, are influenced by supply condidons '^yhich move 
relatively independently of the general economy. 

The industrial component of the price level has proved to be most 
sy-stemadcally responsive to the general degree of prosperity. But e'^'en 
industrial prices cannot be accurately predicted by reference to levels of 
acdvity alone. For example, industrial prices have been much more stable 
for any given degree of iidlizadon of industrial capacity in the last 5 years 
than in the preceding decade. 

Ficti's of the Coimcii of Economic Advisers. 1967 

In its 1967 Report, the Council of Economic Advisers stressed the 
importance of competidon as a basic ingredient of economic gro'^v.'th 
and progress. The pages (1 IS— 115) excerpted below depict tiiis point of 
\dew. 

IMPROMNG THE PERFORMANCE OF PRODUCT MARKETS 

Progress to'vsard the goal of fuller udlizadon of resources along vrith 
price stability vnll require improWng the performance not only of labor 
markets but of product markets as well. 
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ducer? o£ other products nnd services. In todav’s ivorld of rapid techno- 
logical change, completely neve products or senices— often produced by 
Erms in another indus tn* — may pro\ide the strongest competition for 
established products (for example, plastics ^sith metals, automatic tsash- 
eis ^yith laundries, tele’vision 'vuth monies). 

The intensirv* of comped tfon has been substantialiv increased in recent 
}'ears by the gro^ivih of iutemadonal trade and the gradual reduedon of 
barriers to such trade, U,S, firms seek markets all over the ivorld and 
foreign finns are increasingly acxive in U,S- markets. 

Actual and potential compeddon is a po^verful force restraining un- 
necessary* price increases, promodng product improvement, and inducing 
firms to seek eEcienej* and to find ne'vv methods for producing at lotver 
cost. The enecd^^ess of compeddon is maintained and increased 
through ^dgorous enforcement of the andtrust la^A-s. 

It is essential to ^^pply* the la^v against collusion among compedtors to 
fix prices or to share markets, Andtrust efiorts are also designed to com- 
bat praedees 'which strengthen market pov.“er through reducing the 
number of firms in an industry*, which erect artificial barriers to the entrv 
of potendal compedtors, which delay' the introduenon of superior prod- 
uas or cost reduciiig techniques, or vrhich serve to blunt the eEecdven^ 
of comT:>eddve price changes. Such praedees raise prices for consumers or 
reduce the quality of goods which people can buy. 

The andtrust statutes assume pardcular importance in an economy' 
operating near the limi ts of its caoacity. Their \‘igorous enforcement can 
cotinter a, possible infiadonary* bias in product markets by rostaining and 
strengthening compeddon, Andtrust aedvides should cxmtmue to be 
focused on this main purpose. In pardcular, eSeedve andtrust cannot 
provide for the protecdon of indiWaual compedtors at the expense of the 
protecdon of compeddon. 

In some areas, tinfortunatelv, the thrust of proiecdve enorts has been 
di'V'erted, For example, dtiring the early iPSG's many States acted to re- 
strict compeddon in the field of retail distiibudon when the pervasive 
economic distress bankrupted many* small firms and threatened countless 
ohers vd:h failure. Relief vms sought, and hequendy obtained, in the 
form of lesnicdons on the priemg policies of larger and more eEcent 
firms — esneciallv chain stores and maxi order houses. , . , 

A 4 



7. WAGE-PRICE GUIDEPOSTS 


OsE OF THE most influential of all policy statements found in tlic eco- 
nomic reports is that relating to the idea of ivagc-price guideposts as 
first presented in tlie 1962 Report. Many collective bai^ining sessions, 
particularly in industries of national importance, have spent countless 
hours arguing the pros and cons of these guideposts for setting the 
parameters for ivage increases. 

Although each report, beginning witli the one for 1947, empha- 
sized tlic importance of price stability and discussed the relationships 
between ■vvages, costs, and prices, it ivas not until the 1962 Report 
that President Kennedy specified the rs'agc-price guideposts as a positive 
feature of national economic policy. 

It should be pointed out that, in his reports, President Eisenhower 
referred a number of times to the importance of productivity changes 
as related to wages and to real gains in the economy. The specific 
fonnulation of a set of guideposts was not provided until tlie 1962 
Report, however. 

Statement of President Kennedy, Economic Report of 1962 

The idea that productivity gains should be die benchmarks for wage 
advances ivas presented as a general statement (p. 17) in the 1962 Re- 
port. "We obsen'c here the statement that “. . . the road to higher real 
profits and higher real wages is the road of increased productivity.” 
Later, President Kennedy e.\pressed the hope that . . labor leaders 
. . . M’ill accept the productivity benchmark as a guide for wage objec- 
tives. ...” 

. . . All of us have learned a great deal from die economic events of 
die past 15 ye.ars. Among both businessmen and workers, there is growing 
recognition that the road to higher real profits and higher real wages is 
the road of increased productivity. When better plant and equipment 
enable the labor force to produce more in die same number of hours, 
there is more to siiarc among all the contributors to the productive proc- 
ess — and this can happen with no inaease in prices. Gains achieved in 
this manner endure, while gains achieved in one turn of tlie price-wage 
spiial vanish on the next. 

The Nation must rely on the good .sense and public spirit of our busi- 
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ness and labor Ieadei*s to hold the line on the price level in 1962. If labor 
leadei*s in our major industries wll accept the producmdty benclimark 
as a guide to ^vage objecuves, and if management in tliese industries w'ill 
practice equivalent resti*aint in tlieir price decisions, the year ahead 'vdll 
be a brilliant chapter in the record of tlie responsible exercise of free- 
dom. . . . 

Victvs of the Council of Economic Advisers^ 1962-1964 

The Council also recognized the importance of gains in productivity 
as tlie basis for raising real '^v^ages (1962, p. 174), The Council tlien 
tvent on further to present a fuller discussion of “guideposts for non- 
inflationar)- ^vage and price belia\dor'’ (pp. 185-190), Note how the 
Council arrived at permissible percentage increases as ^vell as the possi- 
ble modifications. 

and Cost Developments in Perspective 

AVages and salaries are at the same time the principal cost to employers, 
tlie main source of income to employees, and the major source of demand 
to the economy as a ^s’hole. 

If living standards are to rise over time, real i\"ages must increase. Sta- 
bility in the general price level means, therefore, that average money 'srage 
rates should follows" a generally rising patli. As output per man-hour in- 
creases, rising money wage rates can be absorbed into stable labor costs 
per unit of output. So long as unit labor costs do not increase, rising \s"ages 
are fully compatible ^vith stability in the price level. 

'Wliatever its cause, a rising price level is characteristically accompanied 
by a rate of wage increase in excess of the rate of increase in output per 
man-hour. It is quite true, of course, that when emplo)ment costs per 
man-hour rise more rapidly than output per man-hour, prices sooner or 
later will ina*ease. But it is equally true that, when prices are pulled up 
by excess demand, competition for labor will tend to raise employment 
costs per man-hour faster than output per man-hoirr increases. Thus Acage 
ina'eases will tend to outstrip productivity increases both Avhen the infla- 
tionar)' pressures arise from cost and ^\hen they arise from demand. The 
mere coexistence of rising prices and AOges rising faster than productiAity 
tells notliing about causation. . . . 

Guideposts for Nonixflatioxary ^Vage and Price Behavior 

There are important segments of die economy tcliere firms are large or 
employees Avell-organized, or bodi. In these sectors, private parties may 
exercise considerable discretion OA'er the terms of tvage bargains and price 
decisions. Thus, at least in die short run, diere is considerable room for 
the exercise of private power and a parallel need for the assumption of 
private responsibility. 

Individual ivnge and price decisions assume national importance ivhen 
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they involve large numbers of ivorkcrs and large amounts of output di- 
rectly, or tvhen they are regarded by large segments of the economy as 
setting a pattern. Because sudi dedsions affect tlie progress of tlie svholc 
economy, there is legitimate reason for public interest in their content 
and consequences. An infonned public, aware of die significance of major 
wage bargains and price dedsions, and equipped to judge for itself their 
compatibility widi the national interest, can help to create an atmosphere 
in ivhich die pardes to such dedsions will exerdse their powers respon- 
sibly. 

How is the public to judge ivlieiher a particular wage-price dedsion is 
in the national interest No simple test exists, and it is not possible to set 
out systematically all of the many considerations whidi bear on sudi a 
judgment. However, since die question is of prime importance to die 
strength and progress of the American economy, it desen’es widespread 
public disaission and darificadon of the issues. IVhat follows is intended 
as a contribution to such a discussion. 

Mandator)’ controls in peacetime over the outcomes of wage nego- 
tiadons and over individual price dedsions are neither desirable in 
die American tradition nor practical in a diffuse and decentralired 
continental economy. Free collecdve bargaining is the velude for the 
achievement of contractual agreements on wages, fringes, and working 
conditions, as well as on the “web of rules” by which a large segment of 
industr)’ governs die performance of work and the distribution of re- 
wards. Similarly, final price decisions lie — and should continue to lie — 
in die hands of individual firms. It is, however, both desirable and prac- 
dcal that discretional-)’ dedsions on ivages and prices recognize the na- 
tional interest in the results. The guideposts suggested here as aids to 
public understanding are not concerned primarily irith the relation of 
employers and employees to each other, but rather with their joint rela- 
tion to the rest of the economy. 

IFfigcj, prices, and productivity. If all prices remain stable, all hourly 
labor costs may increase as fast as economy-wide productivity iddiout, for 
that reason alone, changing die relative share of labor and nonlabor in- 
comes in total output. .*^t the same dme, each kind of income increases 
steadily in absolute amount. If hourly labor costs increase at a slower rate 
dian productiriiy, the share of nonlabor incomes -vdll grow or prices will 
fall, or both. Conversely, if hourly labor costs increase more rapidly than 
productivity, the share of labor incomes in the total product will in- 
. crease or prices v.-jll rise, or both. It is this relationship among long-run 
economy-'wide productivity, v.’ages, and prices which makes the rate of 
productivity diange an important benchmark for noninfiationar)' wage 
and price behavior. 

Produedvity is a guide rather than a rule for appraising wage and price 
behavior for several reasons. First, there are a number of problems in- 
volved in measuring productivity diangc, and a number of alternative 
measures are available. Second, diere is nothing immutable in faa or in 
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justice about the distribution of the total product between labor and 
nonlabor incomes. Third, the pattern of irages and prices among in- 
dustries is and should be xesponsiYe to forces other than changes in 
productirity. 

Alternative measures of productixnty. If tlie rate of grotrth of produc- 
tirity over time is to sen^e as a useful benchmark for ^vage and price be- 
harior, there must be some meeting of minds about the appropriate 
metltods of measuring the trend rate of increase in produedrity, both for 
industr)" as a whole and for indiridual industries. This is a large and 


Table 26. — Annuai rates of groicih of output per mamhour, 1909 to 1960 
[Based on establlshinent series] 
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complex subject and there is much still to be learned. The most that can 
be done at present is to give some indication of orders of magnitude, and 
of tlie range wthin w^ch most plausible measures are likely to fall 
(Table 26). 

There are a number of conceptual problems in connection rvdth pro- 
ductivity measurement vriiich can give rise to differences in estimates of 
its rate of growth. Three important conceptual problems are the foUow- 
ing: 

(1) Over vshat time interv'al should produemity trends be measured? 
Verv' short interv'als may give excessive vs^eight to business-c)’cle move- 
ments in productivity, vs'hich are not the relevant standards for vs’age 
beliavior. The erratic nature of year-to-year changes in productivity is 
shovm in Chart 14. Vety* long interv’als may hide significant breaks in 
trends; indeed in the United States — and in other countries as vs'ell — 
productivity appears to hav'e risen more rapidly since the end of the 
second IVorld IVar than before. It would be wholly inappropriate for 
vmge behavior in the 1950*s to be gov^emed by ev'ents long in the past. 
On the other hand, productivity in the total private economy appears to 
have advanced less rapidly in tlie second half of die postwar penod than 
in die first 

(2) Even for periods of intermediate length, it is desirable to segregate 
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where tliey are today. It is desirable tliat labor and management should 
bargain explicitly about tlie distribution of tlie income of parti culai* 
firms or industries. It is, ho^rever, undesirable tliat tliey should bargain 
implicitly about the general price level. Excessive wage settlements which 
are paid for tlirough price increases in major industries put direct pres- 
sure on tlie general price leA^el and produce spillovei' and imitative effects 
tliroughout tlie economy. Such settlements may fail to redistribute in* 
come ^vitlun the industry involved; rather tliey redistribute income 
benveen that industr)^ and otlier segments of the economy through tlie 
medianism of inflation. 

Prices and xuages in uidividxial industries, 'WTiat are the guideposts 
ivhicli may be used in judging ivhetlier a particular price or wage deci- 
sion may be inflationary? The desired objectii*e is a stable price level, 
iridiin ivhicli particular prices rise, fall, or remain stable in response to 
economic pressures. Hence, price stability irithin any particular industr)^ 
is not necessaiil)^ a correct guide to price and isnge decisions in that 
industry. It is possible, however, to describe in broad outline a set of 
guides ivhich, if folloived, ivould presen’e over-all price stability while 
still alloidng sufficient flexibility to accommodate objectives of effidenq" 
and equity. These are not arbitrary" guides. They describe — ^briefly and 
no doubt incompletely — ho\^' prices and iv^ge i*ates ivould behave in a 
smootlily functioning competitive economy operating near full employ- 
ment. Nor do tliey constitute a mechanical formula for determining 
whetlier a particular price or is’age decision is inflationary. They irill seri'e 
their purpose if tliey suggest to tlie intei'ested public a useful ^\"ay of 
approacliing the appraisal of sucli a decision. 

If, as a point of departure, assume no diange in the relative shares 
of labor and nonlabor incomes in a particular industry, then a general 
guide may be advanced for noninflationar)' ivage beharior, and another 
for noninflationary price behavior. Botli guides, as '\\ill be seen, are only 
first approximations. 

The general guide for noninflationar)^ wixge beliarior is that the rate 
of ina*ease in wage rates (including fringe benefits) in eacli industr)^ be 
equal to tlie trend rate of ovei'-all producdiaty increase. General accep- 
tance of tliis guide would maintain stability of labor cost per unit of 
output for the economy as a whole — tliough not of course for indiridual 
industries. 

The general guide for noninflationar)^ price beharior calls for price 
reduction if tlie industi‘y*s rate of productivity increase exceeds the over- 
all rate — ^for this would mean declining unit labor costs; it calls for an 
appropriate increase in price if the opposite relationship prerails; and 
it calls for stable prices if tlie tivo rates of producti^lty increase are 
equal. 

These are adranced as general guideposts. To reconcile them rath 
objectives of equity and efficienq% specific modifications must be made 
to adapt them to the circumstances of particulai* industries. If all of tliese 
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beliavion But when a disagreement between management and labor is 
resolved by passing the bill to the rest of tlie economy, the bill is paid in 
depredated cun*enq^ to tlie ultimate advantage of no one. 

It is no acddent that productivity is the central guidepost for wage 
settlements. Ultimately, it is rising output per man hour which must )ield 
tlie ingredients of a rising standard of living, Gro^vth in productiAity 
makes it possible for real wages and real profits to rise side by side. 

Rising productidty is the foimdation of die countr^^'s leadership of 
die free world, enabling it to earn in world competition the means to 
disdiarge its commitments overseas. Rapid advance of productivity is the 
key to stability of die price level as money incomes rise, to fundamental 
improv^ement in the balance of international payments, and to grov\lh in 
die Nation’s capadty to meet the challenges of the 1960’s at home and 
abroad. That is ivhy polic)' to accelerate economic growth stresses invest- 
ments in sdence and technolog}', plant and equipment, education and 
training — the basic soiuces of future gains in productivity. . . . 

In its 1963 Report, the Council commented further on the idea of 
wage-price guideposts (pp. S5-S6) as follows; 

To aid public understanding, the 1962 Economic Report concluded 
(pp. 185-90) vrith a set of “guideposts for noninflationar)' vs-age and price 
beliavior.” These guideposts were designed to provide standards for 
evaluating those price and vsuge decisions where the public has an interest 
in tlieir content and consequences. They cannot, and should not, replace 
die normal processes of free private decisions and negotiations. 

As the margin of unemployed labor and idle capital narrovs’s, and as 
markets for goods and services become tighter, the guideposts vrill gain 
in importance. They are restated here in the belief that an enlightened 
public understanding of the nature and causes of inflation ivould be an 
additional force minimizing any inflationary threats in the years ahead. 

The guide posts themseh’es inv’olv'e general guides for noninflationar)’ 
vsuge and price behavior, subject, in each case, to a number of important 
and specific qualifications required by the objectives of equity and effi- 
denc}’. 

The general guide for vrages is that “the rate of increase in vsuge rates 
(induding fringe benefits) in each industrv- be equal to the trend rate of 
ov’er-all productivity increase.” Under these conditions the gain from in- 
creases in productivity throughout the economy would be shared between 
v\'age and nonwage incomes by allowing each to grow at the same per- 
centage rate. Each sector of economic life 'would share in the gains of 
advandng productivity. The qualifications call for faster increases in 
vvuge ixites in an industr}* that (a) would othenrise be unable to attract 
suffident labor to meet demands for its products, or (b) currently pav-s 
VMige rates exceptionally low compared vsith those earned elsewhere by 
labor of similar ability. S)’mmetrically, increases in vs’age rates vs’ould fall 
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short of the general guide rate in an industry that (a) could not provide 
employment for its entire labor force even in generally prosperous times; 
or (b) currently pays wage rates exceptionally high compared with those 
earned elsewhere by labor of similar ability. 

The general guide for prices is that prices should fall in an industry 
whose rate of productivity increase exceeds the over-all rate, rise in the 
opposite case, and remain stable if the two rates of productivity increase 
are equal. The qualifications call for a faster price increase or slower 
price decrease in an industry in which (a) the level of profits is insufficient 
to attract the capital required to meet expansion of demand, or (b) costs 
other than labor costs have risen. On the other hand, increases in price 
would be slower or decreases faster than indicated by the general guide 
in an industry in which (a) productive capacity exceeding full-employ- 
ment demands an outflow of capital to be desirable, or (b) costs other 
than labor costs have fallen, or (c) excessive market power has resulted 
in rates o£ profit substantially higher than those earned elsewhere on 
investments of comparable risk. 

The 1964 Report (p. 11) called for a continuation of the observance 
of the wage-price guideposts. 

I count on the sense of responsibility of the Nation’s industrialists and 
labor leaders 

— to extend the excellent price and cost records of recent years 

— to maintain price and wage policies that accord with the non- 
inflationary guideposts that I have asked the Council of Economic 
Advisers to reaffirm in its attached Report. 

In the face of a 44 percent increase in corporate profits in less than 
three years and the prospect of further increases to come with the tax cut, 
I see no warrant for inflationary price rises. 

On the heels of solid increases in real wages, plus the rise in take-home 
pay under the tax cut, I see no warrant for inflationary wage increases. 

Accordingly: 

— I shall keep a close watch on price and wage developments, with 
the aid of an early warning system which is being set up in the 
appropriate agencies. 

— shall not hesitate to draw public attention to major actions by 
either business or labor that flout the public interest in non- 
inflationary price and wage standards. 

— ^And I shall translate into action the view 

a. that antitrust policy must remain keenly alert to illegal price- 
fixing and other practices that impair competition; 

b. that we must resist new steps to legalize price-fixing where com- 
petition should prevail. 

Price and wage problems were considered in the Council’s 1964 
Report (pp. 116-118). These problems were approached primarily 
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fix)m tlie point of vie'w* of inflation and tlie necessity for developing 
anti'inflationan* policies if full emplopnent is to be achieved. 

ANTMNFL.\TIOX.\RY POLICIES FOR HIGH EMPLOYMENT 

It is the business of responsible government to try to achieve the best 
possible balance among such major economic objectives as full employ- 
ment, economic growth, reasonable price stability, and the promotion of 
economic freedom and opportunity. The importance of price stability as 
compared witli the other goals is sometimes minimizecL But there are 
compelling reasons w'hy can ill aSord to neglect prices. 

THE NEED FOR STABIUTT 

First, infiadon redistributes real incomes and 'ivcalth arbitrarily. IVhen 
prices rise, those groups that are able to expand profits and wages most 
rapidly improve their situadon at the expense of those ^vhose incomes 
respond slowly. lufladon erodes the real value of public assistance and 
makes it difficult for local governments to maintain adequate standards 
of education and other essendal services. It also reduces the purchasing 
power of retirement pensions and other fixed incomes — ^in effect, sub- 
jecting them to a discriminator}^ tax. Fixed-income assets lose mlue, nvhile 
the prices of equity securities and other properdes rise. 

A second cost of inflation diat tee cannot afford is its adverse impact 
on our balance of trade and on our balance of pa}'ments. During most of 
the 1950*s the pricing of American industrial products caused some loss 
of competitive ground to the products of other industrial countries. From 
195S to 195S, the over-all ^vholesale price index rose only moderately 
more tlian the comparable indexes in most IVestem European countries 
and Japan. But the prices of certain goods important among U.S. exports 
rose substantially faster in the United States than in most of the countries 
wth which we compete. Table 22 indicates the deterioration of our rela- 

Table 22. — ir: xi'hokscMle prices in selected industrirJized coimtries^ 
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tive price position particularly in the crudal areas of steel and machinery 
and equipment during the period 1953 to 1958. 

Since 1958 the relative movement of over-all prices has begun to be 
reversed, partly because our unit labor costs have declined in comparison 
wth those in most European countries (Chart 12, Chapter 5). The com- 
petitive price position of American producers has improved both in their 
home markets and overseas. It W'ould be foolishly complacent, however, 
to believe that these recent gains can be extended, or even retained, mth- 
out special effort. The European countries have been striving to estab- 
lish rigorous ‘‘incomes policies" to restrain wages and prices. Despite 
recent setbacks, they %vill continue to press these efforts. In doing so, some 
European nations are -willing to accept substantial interv^entions into 
private decision making. The United States is not. If we would compete 
with them successfully over the long pull, we shall need to achieve a high 
degree of price stability by means that are consistent -with our traditions 
and values. 

A third cost of inflation that we can ill afford is the compromise it 
could impose on our pursuit of full production and full employment. If 
cost and price pressures should arise through the exercise of market power 
while the economy is still climbing toward high output and employment 
levels, we would be forced once more into the dreary calculus of the 
appropriate trade-off between “acceptable" additional unemployment 
and “acceptable" inflation. This could result in a seirous setback to at- 
tainment of our national goals. 

The choice for key private decision makers is dear. It is a particularly 
critical choice as the economy, after 6 years of excessive slack and unem- 
plo}Tnent, progresses toivard full employment after enactment of the tax 
cut. For several years now many observers, induding many leaders of the 
business and labor communities, have been saying that we have solved 
the cost-push inflation problem that appeared in the mid-fifties to have 
become endemic. This hopeful appraisal could not be demonstrated con- 
clusively in a period when unemployment averaged 6 percent. But, given 
a combination of private and public efforts, we -will have the opportunity 
to prove it in 1964 and later years. 

GOVERNMENT ACTIONS 

For its part, the Government -will be striving energetically to reinforce 
one of the most significant comparative advantages that the American 
economy has over nearly all other industrialized nations — ^namely, a tradi- 
tion and an institutional structure that nurture vigorous internal com- 
petition. 

In the period ahead the Administration plans actively to enforce the 
Nation’s antitrust laws, in part choosing its cases and concentrating its 
enforcement energies so as to curb price-fixing and those proposed 
mergers and other business practices and structures that tend to make for 
anticompetitive enhancement of prices. Likewise, it ^vill resist proposals — 
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Views of the Council of Economic Advisers, 1965-1967 

The Council continued to express hope in the wage-price guideposts 
(1965, pp. 58-59), although it did recognize that departures were begin- 
ning to appear in actual wage contracts. 

Despite occasional exceptions — as in automobiles and construction — 
the general pattern of recent wage and price changes has closely approxi- 
mated the Government's wage-price guideposts. 

To be sure, the guideposts have not been completely effective either in 
stimulating all warranted price reductions, or in preventing some indi- 
vidual wage and price increases that are not in accord with their criteria. 
Nevertheless, the very fact that representatives of both labor and man- 
agement have often explicitly indicated their compliance with, or tried 
to justify any deviations from, the guidepost standards suggests that these 
standards have had a useful influence. 

In addition to any direct influence that they may have had on the wage 
and price policies of unions and managements, the guideposts have 
helped to create a new climate of opinion. Many groups in our society 
now have a better understanding of the relationships between costs and 
prices. There is increasing realization that it is appropriate — ^indeed 
necessary — to consider whether a proposed course of action, if followed 
by others in similar circumstances, would be consistent with over-all 
stability. Decision makers in unions and managements are increasingly 
aware both of the fact that their decisions affect the public interest and 
of the fact that the public is interested in their decisions. 

By 1965 and 1966 it became increasingly apparent that a number of 
mion leaders had become unwilling to accept the limitations of these 
guideposts. Some exceptions already had appeared in several key in- 
lustries. The 1966 Report recognized some of the problems of admin- 
stering these guideposts and suggested classes of permissible wage 
ncreases (pp. 108-110). 

The 1966 Report (pp. 88-91) presented an excellent summary of 
he theory and results of practice associated with the use of these guide- 
losts, as 'well as presenting indications for future public policy. 

Price^wage guideposts 

To deal with the problem of reconciliation — achieving noninflationary 
price and wage behavior under prosperous conditions — the Council's 
Annual Report in 1962 advanced the guideposts which were endorsed by 
President Kennedy and have been firmly restated by President Johnson. 

The basic guideposts are simple and straightforward and contain an 
inescapable economic logic. 

1. The general guide for wages is that the percentage increase in total 
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employee compcnsaiio7} per mai^-hoiir he equal to the national trend rate 
of increase in output per man-hour. 

If each industty foIloT\^s tliis giiidepost, unit labor costs in the over-all 
economy %dll maintain a constant average. 

2. The general guide for prices calls for stable piices in industries en- 
joying the same productivity growth as the average for the economy; 
rising prices in industries with smaller than average productivity gains; 
a7}d dccliyiing prices w industries loith greater than overage productivity 
gains. 

If eacli industiy follo'^cs this guidepost, prices in the economy will 
maintain a constant averasce. 

Some exceptions to tliese giiideposts are necessary to promote an effi- 
cient allocation of resources and a high rate of gro^vth, and to redress 
inequities tdiidi have hept certain 'workers at the bottom of the trage 
scale. 'W^age increases above the guidepost level may be necessary* where 
an industr}* is unable to attract sufficient labor to meet the demands for 
its products, Avhere ^vages are particularly lo^\% and where changes in 
work rules create lai'ge gains in productivity and substantial human costs 
requii'ing special adjustment of compensation. Because the industries in 
whidi market power is concentrated are largely high-’^vage industries '^rith 
a relatively lo^r long-term rate of increase of emplo}Taent, the first two 
of tliese exceptions are rarely applicable. 

On the price side, increases in price above the guidepost may be neces- 
sary to alloir for increases in nonlabor costs or to correct an inability to 
attract needed capital. 

Eadi of tliese exceptions has a symmetrical counterpart calling for 
do'^rmsTird departures from the guideposts. ^Vages should rise less tlian 
the guidepost rate idiere an industry- suffers from above-average unem- 
plo)TOent and '^rhere ivages are exceptionally high for the t}*pe of '^rork. 
Price increases should be smaller — or price decreases larger — ^ivhere unit 
nonlabor costs fall, where capadty- is too large, and ivhere profits are 
based on excessive market power. 

The guideposts are not meant to predude the possibility of a change 
in distribution of income between labor and capital in industry*. 'Where 
one side or tlie other is able to increase its share of industry income, but 
not at die expense of the public, the national interest need not be in- 
volved. Hoivever, it should be kept in mind that in most concentrated 
industries the dmsion of income between labor and capital remained 
essentially undiaiiged all tlirough the wage-price spirals of the 1950’s. The 
repeated attempts to alter income shares proved self-defeating: neitlier 
side gained, and both lost through higher prices, iveaker markets, reduced 
profits, and lower employment. 

Table 12 illusti'ates the postwar experience lath prices, wages, and pro- 
ducurity in tlie United States. Recent changes in employee compensation 
have conformed to productivity gains mudi more closely than in the 
1950’s, and price increases have been much more modest. 
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GUIDEPOSTS FOR XOXIXFLATIOXARY 
PRICE AND lYAGE BEILWIOR 

Most earlier periods of Mgli emplo'^'xneiit since ^Vorld 'War II have 
been accompanied by inSationv In some of those years, the cause dearly 
^vas excessive demancL In other years, no general excess of demand '^vas 
eddent, yet prices continued to creep upwnrd. The mo^'enlent con- 
tinued e\Tn during some periods in 'which — on roiv reasonable criterion — 
over-aU demand wns quite inadequate^ The exact diagnosis remains a 
matter of some disagreement among economists. But almost all agree that 
an important part of the explanation lies in the faa that, in many indus- 
tries, unions or managements or both possess considerable discretionaiy’ 
power to set 'vwiges and prices, and that in too many instances they have 
used that po'vcer to raise 'vxnges and prices in tmp not consistent 'vsdth 
basic supply and demand forces in the markeu 

The apparent “infiationaiy' bias'* in otir ^wige-maldng and price-making 
institutions has been of almost continuous concern for the Coimcil of 
Economic Adrisexs for many years. Appeals for responsibility and mod- 
eration — ^for taking the public interest into account in '»\'age and price 
decisions — ^ha^^ had a perennial place in successive Economic Reports, 
In its Annual Report of Januazy' 1932, the Council for the first time 
attempted to pTo^dde primte decisionmakers 'w'ixh rather more specific 
standards for judging whether their decisions were responsible and took 
adequate account of the public interest. These standards or ‘'guideposts*' 
were also designed to permit the public to reach its o^cn conclusions con- 
cerning the degree of responsibility exercised by leaders of business and 
labor. 


iNCnSASIXG iMFOaTANCr OF TKF GriOFTOSlS 

In the ^'ears since 1952, the guideposts hn^ gained increasing signifi- 
cance, The slow and duSailt progress in restoring equilibrium in our 
international balance of payments has underlined the necessicy that 
American goods retain or improve their competitive position in export 
markets and in our oi.ai markeL Our goal of balroice of payments equi- 
librium in 1955 and thereafter permit no retreat from cost-price 
stability. 

During the recent years of still excessive uneniplo^nient and idle 
capacity, strong competition for jobs and markets reinforced a gro-tring 
sense of responsibility on the part of labor and management. The fuller 
use of resotuxes achieved last year and the excellent prospeas for 1955 
may re'duce that reinforcement, now confront the task of reconciling 
full emplo}ment with stable prices. 

The record re\*ie'v\x:d in prerious sections of tins chapter makes it dear 
that the overwhelming majoriq^ of pri\ate '^vage and price decisions in 
recent 'vxars has been consistent vdth the guideposts, whatever the extent 
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to which the guideposts may have consciously entered into the decisions 
reached. It is clear, however, that in many instances the guideposts have 
consdously affected tlicse decisions. On numerous occasions, Government 
offidals have spedfically reminded unions or managements of the guide- 
post standards — either publicly or privately, either generally or with 
reference to spcdfic situations. Several of the more important of these 
situations have attracted considerable public attention. 

In January 1965, the President requested the Coundl of Economic Ad- 
visers to prepare an analysis of steel prices, following certain increases 
in such prices and at a time ^vhen important ^vage negotiations were 
pending. The Report, made public in early May, analyzed the position 
of the industry^ and the factors affecting it. It showed that wage and price 
dedsions consistent wth the guideposts would be in the interest of both 
labor and management and of the Nation. Later, the Government helped 
the two parties to reach a peaceful settlement in the steel wage negotia- 
tions. A damaging strike was avoided, and a settlement was achieved 
Tvdthin the wage guideposts. According to the best estimates of its cost 
available to the Government, the settlement averaged 3.2 percent a year, 
computed over the full 39-month period. 

Following the labor settlement, prices on tin plate were raised in 
October; this v/as accompanied by a price reduction on a new black plate, 
v/hich is expected to substitute increasingly for tin plate in many uses. 
At the year s end, the Bethlehem Steel Company announced a S5 a ton 
increase on structural steel and pilings. The Coundl pointed out that 
such an increase w^as not justified under the guideposts. In January, the 
U.S. Steel Corporation announced a smaller increase, accompanying it 
with price reductions on other steel products. 

In October, the Coundl prepared a guidepost analysis of price increases 
initiated by producers of primary aluminum; the companies later re- 
sdnded these increases. 

Also in October, the President, by threatening a veto, persuaded the 
Congress to enact a pay increase for dvil ser\u’ce and postal employees of 
the Federal Government which "^vas within the guideposts. 

These actions and many others clearly reaffirmed the Administration’s 
strong commitment to the guideposts as an essential pillar for price 
stability. 

The Guideposts Restated 

1. The general guidepost for wages is that the annual rate of increase 
of total employee compensation (ivages and fringe benefits) per man-hour 
worked should equal the national trend rate of increase in output per 
man-hour, 

2. The general guidepost for prices is that prices should remain stable 
in those industries where the increase of productivity equals the national 
trend; that prices can appropriately rise in those industries where the 
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♦ The spurt of demand — ^partly real, partly psychological — that fol- 
lo^s’ed the step-up of our A^ietnam effort in mid- 1965 simply ex- 
ceeded tlie speed limits on the economy's ability to adjust. Our 
resomces ^vere sufficient for the task; but the sheer speed of the 
advance strained the ability of industrial management to mobilize 
resotmces at the required pace. 

• Some price advance '\v7is the ineritable cost of the adjustments 
required in recovering from a decade of slack: 

— ^Vages had to be raised sharply in underpaid occupations, 
^^'llich preriously held their labor only because the alternative 
no job at all. 

— ^Producers in once stagnant, lo%s"-profit industries saw oppor- 
tunities for expansion and found it possible to raise prices 
and earnings in order to attract needed capital. 

— Demand pressed harder on skilled ocaipations and profes- 
sional services where we had trained too few persons to meet 
the needs of a high employment economy. 

Some price increases ^vould still have occurred had we moved at a 
steadier pace. 

But these price increases could have come slo'^vly enough and have been 
small enough not to threaten a chain reaction of Avages chasing other 
irages — ^^vnges chasing prices — prices chasing 'ivages — and prices chasing 
other prices. 

It is this spiral 'ive must and can avoid. But it ^rill require responsible 
action on the part of all. 

The Economic Council’s Report in 1967 went into great detail to 
justify the continuation of price-^sTige guideposts, although not in terms 
of a specific formula. The Council reviewed die government’s experi- 
ence iridi the guideposts to date and indicated some of die reasons for 
less dian adequate performance, A policy for 1967 is indicated. This 
discussion is reriewed in die selecdons from pp. 119—132, passim. 

WAGE-PRICE POLICIES 

Vigorous competition is essential to price stability in a high employ- 
ment economy. But competitive forces do not and cannot operate vdth 
equal strength in every* sector of the economy. In industries ivhere the 
number of competitors is limited, business firms have a substantial mea- 
sure of discretion in setting prices. In many sectors of the labor market, 
unions and managements togedier have a substantial measure of discre- 
tion in setting i\*ages. The responsible exercise of discretionary’ poiver over 
'is’ages and prices can help to maintain general price stability. Its iirespon- 
sible use can make full employment and price stability incompatible. 

'When demand outruns the growth of productive resources, prices and 
isnges will rise even in the most highly competitive markets. (Indeed, diey 
may* rise faster and farther than where large firms and long-term labor 
contracts give some degree of stability.) That kind of “demand-pull” 
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wMIe others 'ivould rise rapidly. That result rs-o:iId dearly be iinsatis- 
faaor^% for* after a time, ^.s'orhers ^dth similar skills in diEerent industries 
would be recel\ing wdely diEerent 'vvages, 

Alcemam^ely, the yearly percentage increase in hourly "^N^ages and frinee 
benefits in each industn’ could be the same, ecual to the crurrcgc vearly 
percentage rise in output per man-hour over the tvhole etx»nomy. Then 
the ciTTcgc of unit labor costs in the whole economy would be stable, 
although rising in some industries and cedining in others* If prices in 


each industry' iv'ere to change correspondingly', rising in some and failing 
in others, thev. too, ’'A'ould be stable on the ct^mtce. The sharing o: cross 
income betA\'een labor and o^vnership wotild then be unchanged in each 
industry', and for the economy' as a whole. This is the arithmetic which 
nnderiies the Coundrs 3P52 gtiideposts. 

The ad%'ance of procuctirity from year to year is far from uniform. 
e^'en though its general trend is reasonably dear. The 1?52 Report related 
the guideposts to the trend of producdrity o\'£r a period of y^ars, rather 


than to ^'ear-tovea^ chantres. This 


nse in 


ICS nounv 


^xnges and fringes should be steady and smooth, not erratic. Moreover, 
the problem of trying to estimate the parncuiar movement of a%'erage 
nroducdrir^' over the neriod to be covet'ed bv a riven vmae agreement 
ivas aTOidecL Conseauentiy, profits would vary t\dth short-run movements 
in producti%dty': and the stable distribution of income bettveen labor and 
o^\mership 'iv'ould then be achieved only on the average over a period of 

Thu G:;:u>rixds ir: 5 :;orr, 7 ::rr:f Ccrmr:! Rerorfs 

Reports of the Coundi since 1P52 have presenTd the general concepts 
of 'isuge and price gutdeposts presented in the iP52 Report. However, the 
Coundi has ri^mi increasinriv dear indfcadons of what it regarded as the 


trend of pro-ducdrity which should go'v'em '^nge mo^*ements. In the 1955 
Report the Coundi specificnlly recommended that the general tsnge 



ceueral mi:detx?sts, both for t^'ares and 
for prices, that "v'ere explidtiy stated in the 1952 Report have coziU::i':i^d 
to appear in subsecnent Reports, Kotvever, the possTote applfcabnity o: 
these exceptions has been less emphasized. And the possibility of other, 
rmspedfiod exceptions has not been mentioned. Moreo\'er. whereas the 
1952 Ret>ort had emuharized that the emdeoosts v'e 


■ cuices 




tc \s'ere pre 


oasts tor cuscusston. 


merits by the Coundi and others in the Administration hu'^'e been inter- 
preted as treating the guideposts as firm, though '^'oluiitary, rules, and 
these 'vho fail to adhere to them as ‘'violators,'' 






Ihr GumVbrM PoUr: Hes TT^crtec 


In the areas in which the guideposts were expected to apply — ^ 
strongly crganiied spouns of VN'orkers and in firms which have appredable 
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discretion yrith regard to their prices— the guideposts vrere reasonably 
'/rell obser/ed, at least until rnid'1956. 

Strong labor unions are concentrated in manufacturing, mining, con- 
struction, and transpyjTtation- Data on the average change in hourly 
earnings or in total compensation for the total private economy are there- 
fore not particularly helpful in appraising adherc-nce to the t^age guide- 
post. 

The most rele-zant figures are the fragmentary da.ta on important nev; 
collective bargaining settlements referred to in Chapter 2. These indicate 
that until the second half of 1966 the median of such settlements (ex- 
cluding construction) vras only modestly in excess of the general wage 
guidepost. (Howco-er, since many were below the median, there were also 
some appredably abov'e.) Construction settlements, on the other hand, 
consistently and significantly exceeded the general guidepost. Especially 
in 1965, transportation settlements (for example, airlines and Nev; York 
subv/ays) v;ere far above the gmideposL Within manufacturing, automo- 
bile vrages advanced at a rate much above the guidepost, and recent settle- 
ments in the electrical equipment manufacturing and telephone industries 
also svere about D/^ percentage points in excess. 

Nevertheless, a number of the most significant union settlements— in- 
cluding the key steel bargain of 1955 — ^v;ere at or close to the general 
guidepost- 

It is difficult to generalize about the extent to v;hich the price deci- 
sions of firms with price discretion have adhered to the guidepost. It is 
clear that some significant price reductions which the guidepost would 
have suggested have not occurred- Automobile prices are doubtless such 
a case. Steel prices have edged up only moderately, on the average, but 
it is possible that the guidepost would have permitted some slight in- 
crease. The pricing of aluminum — ^particularly of fabricated aluminum 
products — could surely not have been consistent vrith the general guide- 
post. Producers of steel and aluminum have argued, hovrev'er, that their 
relatively lov; profit positions called for some price increase in order to 
retain or attract needed capitaL Other important price increases about 
which guidepost questions might be raised include those for nev/sprint, 
gasoline, alloy and specialty steels, some chemicals, and agricultural 
maxhincry, 

For cotton textiles, a sharp decline in the cost of rav; cotton would have 
suggested price reductions; but it can be argued that no individual pro- 
ducer in this highly competitive industry has significant discretion about 
his prices, and that v;hat happrened vras a purely supply-demand response. 
This argument will be tested by vrhat happens to cotton textile prices 
in the months ahead. Prices of machine tools and of many other types 
of industrial equipment have undoubtedly risc-n substantially faster than 
costs. Howcorer, in viev; of the excess demand for this category of goods, 
it seems clear that producers have practiced restraint, and that— in a 
purely competitive market-prices vrould have risen faster and farther. 
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In the minerals industries, increases in sulphur and tlie small increase 
in copper (until January 1967) again are cases in whicli price restraint 
has clearly held prices below levels which would dear die market, even 
diough a pure guidepost policy might not have implied any price in- 
crease. Moreover, in diese cases, die possible need for higher prices to 
encourage the use and development of marginal resources complicates 
any judgment of die public interest in diese prices. 

In general terms, the greatest failure of obser\'ance of the price guide- 
post lies in the failure to reduce prices on a considerable number of the 
product lines of a large number of industries. As Chapter 3 has indicated, 
a number of die price increases that have occurred in manufacturing and 
mining industries undoubtedly had some justificadon in higher costs. But 
offsetting price decreases have been far too feiv. . . . 

Basic Probixms for Wage-Price Policy in 1967 

Tivo important developments have created the major problems for 
wage-price policy today. The first is that consumer prices have risen by 
3.3 percent in die past 12 mondis, whicIi makes organized ivorkers — even 
in unions ivhicli ivere preidously disposed to cooperate ivith die Govern- 
ment's policy — umvilling to contemplate settlements at or close to the 
guideposts. And it gives unions 'which Avere never disposed to cooperate 
an addidonal reason for not doing so. The second development is that 
corporate profits ha^'e increased considerably more than aggregate labor 
income, especially when measured from the slack yems of the late I950’s 
or die recession year of 1961. This provides a second reason for labor's 
resistance to die guidepost. 

There can be no quesdon that some part of the rise in consumer prices 
is due to past failure to observe the guideposts, both by organized labor 
and by business. And some part of the faster rise of corporate profits has 
been due to the failure of some businesses to make their price decisions 
conform to the guidepost principles (particularly by not reducing some 
prices ivhen costs fell). 

But it is dear from Chapter 2 diat the primary source of the rise in 
consumer prices lies in areas to which the guideposts have no applica- 
bility: in farm products, 'ivhere prices have risen considerably, despite 
rapid produedrity gains; and in sendees, ivhere ivages and professional 
incomes of unorganized workers have also risen rapidly. 

So far as the rise in corporate profits is concerned, mudi of it would 
have occurred had tlie guideposts been predsely follois^d. As noted 
above, tlie year-to-year advance of produedvity frequently diverges from 
the long-term trend during years of rapid expansion, and did from 1962 
at least tlirough 1965. Moreover, greater sales volume and higher oper- 
adng rates meant lower unit capital costs, thus adding to profits. Conse- 
quently, even if guidepost prindples on wages and prices had been 
literally obsen^ed, profit margins during sudi a period would have in- 
creased sharply, and aggregate profits even more so. Likeivdse, the leveling 
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off of ))vofits in lOGC — when productivity gains slowed down — ^is con- 
sistent with the giiidcpost expectation. 

Nevertheless, the rise in consuiner prices and tlic increasing sliarc of 
prolits until tlie first (|uartcr of Ifififi arc facts that cannot be dis])uted 
nor explained out of existence. And they cannot fail to influence the 
behavior of wages in 1907. Through the effect of wages on costs, they 
will also influence prices. 

A Waok-Price Poligv for 19G7 

The main issues for wage-price policy in 19G7 arc these: 

(n) Should the guidepost for wages be adjusted, to recognize in 
some way the recent increase in living costs? 

(b) Should further recognition be given to special factors — other 
than those previously recognized — which ap])ropriately justify excep- 
tions to the general guidepost principles? 

(c) To what extent should profit margins absorb cost incrcasc.s? 

Rccognilion of Higher fjvwg Costs 

The Council recognizes that the recent rise in living costs makes it un- 
likely that most collective bargaining settlements in 1957 will fully con- 
form to the trend inaeasc of productivity. Btit it sees no useful purpose 
to be served by suggesting some higher standard for wage increases, even 
on a temporary basis. 

The oidy v.alid and noninflationary standard for wage advances is the 
productivity princijile. If price stability is eventually to be restored and 
maintained in a high-employment U.S. economy, wage settlements must 
once :igain conform to that standard. 

While it can be expected that many wage settlements in 19G7 will 
exceed the trend increase of productivity, it is obvious that if, on the 
average, they .shoidd exceed it by the amount of the recent increase in 
living costs, jjricc stability coidd never be restored. If the average wage 
increase in 19G7 were to include a full allowance for j^roductivity ])lus 
:in additional margin to "compensate” for past increases in living costs, 
unit labor costs would rise at a rate which would require living costs to 
continue their rapid rise. 

In this connection, it must be recognized that some part of the advance 
of consumer jniccs represents a transfer of income to pidilic uses. Most 
State and local governments arc comjjellcd repeatedly to raise indirect tax 
rates to finance the expansion of essential services. These indirect taxes 
enter into jnices, accounting for 0.2 jrcrccntagc point of rise in the con- 
sumer price index in I9G6. And in 10G7, there will be no offset to the 
rise in these indirect taxes (as in 1965 and 19GG) from reduced Federal 
excises. If every group attempted to off.set (he burden of thc.se higher 
indirect taxes by a comjjcnsating rise in money incomes, no transfer of 
I’cal resources to public j)urjroscs could be achieved. 

It is not expected that market forces in I9G7 will again require that 
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a%'erage wages in the largely unorganized sectors — agriculture, trade, and 
services — should rise faster than in the organized segments — manufac- 
turing, mining, construction, and transportation — ^in order to promote 
an efficient allocation and use of labor. But the higher niinimum A\nge 
effective in 1967 'vv'iU have its principal impact on ^snges in the imorga- 
nized sectors, and in die largely imoiganized lo^v-tsnge segments of manu- 
facturing, Thus tliere rsill be some continued pressure on costs and prices 
originadng in tvage increases outside of the organized sectors. 

In 1967, the national interest continues to require restraint in unge 
setdements: indeed, it is more essential than ever that restraint be prac- 
ticed in order to turn the trend of prices badt totsnrd stabilit\\ If restraint 
cannot mean an average irage ad^'ance only equal to die rise in pro- 
ductivity, it surely must mean v\*age advances which are substantially less 
than the productivity trend plus the recent rise in consumer prices. 

Although the Coirndl recognizes that some allowance vdll frequently 
be made for his/her livinq; costs in 1967 setdements. it continues to believe 
that arranctements vv^hich automaticallv tie vsiiste rates to chancres in con- 
stuner price indexes wiU contribute to inflation. One union may be able 
to protect its members in this vmy against any deterioration in hs real 
wage or any real impact from increased indirect taxes. But it does so only 
by imposing more of the bxirden on others. And if all tmions — and other 
groups in society — ^were to succeed in tving compensation to consumer 
prices, the arrangement would become a vast engine of inflation, which, 
once it began to roll, vv'ould continue to gain speed, 

Guidcpasi Exceptions 

The most frequent criticism of the present v\*age guidepost — after the 
criticism that it fails to allow for the rise in consumer prices — ^is that it 
fails to provide sufficient exceptions for the many special and individual 
circumstances of which accormt must be taken in wage negotiations. This 
criticism requires consideration, 

A guidepost exception has alwap been made for low wages. In a year 
in which the minimum wage will advnnce 11 percent, from 51—5 to Sl,40 
an hour, with an inevitable impact on wages previously near the nevs* 
minimum, diis exception is obviously significant. The fact, however, that 
few* strong unions exist among low-w*age workers giv'es the exception only 
limited relevrmce for collective bargaining. 

It surely does not justify large wage increases for high-wTige imions. 
Indeed, the productivity arithmetic suggests that, if an exception for low- 
vrnge workers is to be meaningful in permitting low-vs-age workers to 
receive increases in reel wnges, high-w-age workers who have profited in 
the past from exceptionally strong bargaining power must respect the 
counterpart exception that their wage increases should be less than the 
avera^te. 

Second, the guidepost principle has altrays contained a dear exception 
for tvage changes that sen'e an economic function by assisting in the re- 
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allocation of labor toward shortage occupations and industries. Thus, for 
example, no complaint has ever been made in the name of the guideposts 
with respect to the large wage increases recently received by nurses. 

Indeed, in a high-employment economy, the importance of differential 
wage changes as an instrument of labor reallocation is greatly increased, 
and, this exception is more important today than in earlier years. How- 
ever, the Council suggests that, as a general principle, an exception to the 
guideposts for workers in a shortage occupation should be claimed only 
where the union involved stands ready to lift every artificial barrier to 
entry into the occupation, and to cooperate fully in public and private 
efforts to train whatever numbers of workers may desire to enter the occu- 
pation. Moreover, as indicated in Chapter 2, the remaining labor short- 
ages this year will be concentrated in unorganized professional and 
technical occupations. 

Other exceptions have frequently been proposed for incorporation in 
a national wage policy. 

One such proposal is to allow for the narrowing of differentials be- 
tween wage rates paid in different industries or by different employers for 
similar work — the so-called issue of "comparable wages." To the extent 
that such differentials may interfere with a rational allocation of labor, 
their correction is already encouraged by the exception just discussed. 

The public interest obviously requires that wage settlements pay appro- 
priate attention to factors of comparability. But it cannot accept infla- 
tionary settlements every time this justification is alleged. 

At least within a single labor market area, it is surely desirable that 
workers in occupations requiring similar training, skill, education, and 
responsibility should be paid the same wage. This is less obviously as 
between labor markets. Even within labor markets, some wage differen- 
tials may reflect the fact that one employer finds it worthwhile to pay 
above-average rates in order to insure low turnover, good morale, and 
greater selectivity in hiring, while another prefers to pay lower rates and 
forego these advantages. 

It is probably true, on the whole, that the dispersion of wages for 
similar work by similar workers is larger than it should be from the 
point of view of either efficiency or equity. But the wage comparisons 
made in collective bargaining disputes often have little or no relevance 
either to resource allocation or to equity. Very often the wage compari- 
sons in collective bargaining are only part of a game of follow-the-leader 
which, at best, is irrelevant to resource allocation and, at worst, speeds up 
a wage-price spiral. 

Many recent instances in which outsized wage agreements have emerged 
from collective bargaining — based on claims that such increases were 
necessary in order to achieve wage comparability — ^have created more 
problems of inequity and inefficiency than they have resolved. Meaning- 
ful wage comparisons should be made out not only with wages that are 
higher but also with those that are lower. Otherwise, wage increases to 
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achieve “comparibility’' may actually reduce iL Unions can alis^ap find 
some group of ^vorkers more highly paid than they — ^whether or not all 
other conditions are similar. If all corrections of such “inequities"’ are 
up^\ru:d, labor cost inflation is ine\itable. 

One recent important collective bargaining dispute produced a highly 
infladonar)- imion form percentage increase for the entire 'w^ork force 
involved. The jusdficauon ^s’as that an increase of this magnitude ^\’^s 
necessar}’ to coiTect rrhat may have been genuine disparity benreen the 
Avnges of a small group of specialized workers and similar ^vorkers in 
other emplo}*ments. The mediadon committee ■^s^hich recommended the 
settlement recognized that, for the great majority of the '^s-ork force in- 
volved, \K7ige rates ^s^ere already as high as or, higher than those for 
comparable '^s'orkers. But they could not recommend destropng the cus- 
tomar}* relationship ben\’een the is^ages of those '^^•orkers for whom the 
disparity found to exist and the usages of all other members of the 
work force. This is a clear recipe for infladon. 

Another exception frequently lurged is that, in industries idth rapid 
producd\dty gains, 'vvages should rise faster than the average. If such an 
exception '^^’ere made, it irould necessarily impart an inflationarj' bias 
to the system — ^for no one argues that '^\’ages ^nll or should rise less rapidly 
or not at all in industries %dth little or no producd\ity gain. 

It is clearly in the public interest for imit labor costs and prices to fall 
in industries Acith reladvely high producdA*ity gains. In the long run, 
falling unit labor costs do result in falling prices (except Avhere there are 
offsetting increases in other costs). But the long run may be too long for 
labors and the public’s padence. And sometimes the A'ery factors that 
produce falling costs may Avork against price reducdon. For example, the 
industries in Avhich labor costs are falling are often those in Achicli 
demand, and thus production, is expanding most rapidly — a situation 
Avhich A\neakens rather than strengthens the compedth^e forces diiAing 
doAvn prices. . . . 

PRICE POLICY FOR 1967 

The foreroins: discussion has indicated the essendal character of the 
problems Achich businesses Acith pricing discredon Anil face in 1967: 

(1) ^Vage contracts neAcly negodated in 1967 anLU tend to raise the unit 
labor costs of many firms and industries. 

(2) NeA'ertheless, many important industries Avill continue to operate 
in 1967 under labor contracts negodated in 1955 or 1966, Avhidi often Anil 
be consistent Anth declining unit labor costs. 

(S) Although the cost of purchased industrial products may frequently 
be higher in 1957 than in 1966, the purchase cost of some raAv- materials 
Avail be loAver. 
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Most economists in both the fTee and the controlled societies agree 
that economic gi owth is a highly desirable national economic objective. 
Disagi-eement, however, appears over the meaning of groivth, ivhat 
should be the desired growth rate, and how best to achieve the growth 
objectives. All of the Economic Reports have been concerned with 
growth since the Employment Act emphasized the importance of a 
growing and dynamic economy. 


Analysis of Economic Groxuth, Economic Report of 1960 

The 19G0 Report began widi an analysis of economic growth, depict- 
ing the responsibility of various sectors for gi'owth. We reproduce part 
of that statement below (pp. 1-8). The mutual responsibilities of the 
private sector and government are described. 

ECONOMIC GROWTH IN A FREE SOCIETY 

The vigor of the underlying forces that make for giowth in the Amer- 
ican economy was clearly evident in 1959. Employment, production, and 
income at the end of the year tvere substantially above tlie levels reached 
at the end of 1958, despite the prolonged strike in the steel industr)'. As 
this Economic Report is transmitted to the Congress, the outlook is good 
for an extension of growth through 1 960 and beyond. 

In these circumstances, it is appropriate that the first chapter of this 
Report should be addressed to the question of how best to extend eco- 
nomic gi'owth into tlie years aliead at a high and sustainable rate and in 
■ways that strengthen and reinforce our political and economic freedoms. 
Other chapters of the Report summarize the leading economic develop- 
ments in 1959; describe tlie policies that trere pursued in the past year 
to promote higher employment, production, and purdiasing power; and 
set forth tlie z\dministration’s 1960 program for extending tlie Nation’s 
economic progress. 

Record of Grovth in the American Economy 

A few’ facts illustrate the ability of the American economy to continue 
raising what has been the highest living scale in the w'orld, iriiile ain*ying 
a heavy defense burden and meeting broad international obligations. 

128 
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In the 14 years since the passage of the Emplo^Toent Act, eiiiplo}Taent 
has advanced, on the average, by nearly 800,000 a year* In real terms, 
the Nation's output of goods and services, as tvell as its personal income, 
has increased by more than 50 percent, or at a rate of 3.2 percent per 
year; and the output of tlie prirate sector of the economy has adranced 
at a slightly higher rate, 5.5 percent. For industrial production, the rate 
of increase has been 4.5 percent. The annual increase of 3.2 percent in 
total national output. Arhich corresponds to a doubling ever)' 22 years, 
is roughly equh’nlent to the long-term average reached in our previous 
histor}\ Thus, the American economy has sustained its long-term record 
of growth, despite the high level of industrial development already 
achieved and despite temporary setbacks. 

The increase in national output has made possible ycry great gains in 
the well-being of American families. E'sddence of the ad^'ances made in 
tliis Inspect since passage of tlie Emplo)Taent Act is presented in the 
Appendix on ‘‘Diffusion of ^Veil-Being" included in this Report. Real 
income per capita has increased by nearly 20 percent since 1946. and the 
increase per family has been 16 percent. As incomes have risen and as 
paid ^'acatio^s ha^'e become longer and more common. leisure time has 
increased and recreational nctiviiies have become more 'iddely enjoyed. 
The shortage of housing so e\'ident immediatelv after '^Vorld ^Var II has 
been wtually eliminated. Since 1946, the housing supply hajs been in- 
creased by the construction of 15 million pri^'ate nonfajmi d'^velling units, 
and there have been marked improvements in the quality of housing. At 
the same time, there has been a general increase in home o^vnership; some 
60 percent of all nonfarm d^v'elling units are orraed by the occupant 
families. 

Attention to such material advances should not obsatre the accom- 
pan)*ing gains made wth respect to other components of our ^s'ell-being, 
some of rvhich are less tangible. In health, there has been remarkable 
progress in the reduction of infant and maternal mortality, in the pre- 
vention, mitigation, and treatment of many diseases, in restoring the 
phA'sically handicapped, in making a^'aiIabIe a better balanced diet at 
lower cost, and in creating other conditions conducive to longer years of 
life and greater effidenc)'. Health sendees are more and more 'sddely 
amilable. and the great majority of Americans no^s’ have some protec- 
tion under voliintar)' plans of hospital, surgical, and medical insurance. 

Notable gains have been made in education and other ailtiiral areas. 
School enrollment has risen in the last 12 years from 50 percent to about 
65 percent of all persons in the age group of 5 to 29 years. From 1946 
to 1959. the number of Bachelor's and first professional degrees conferred 
annually almost trebled, and the number of Master's and second profes- 
sional degrees showed a still greater relative increase. To some extent, 
these ad\*ances represent the resumption of academic ^vork interrupted 
by wnr, but the large gains made in the past few )ears indicate a rising 
trend that wll accelerate in the }'ears ahead. The number of earned Doc- 
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torates conferred rose sharply after the war, reaching in 1954 a new high, 
which has been maintained for several years. In the past decade, more 
than 83,000 Doctorates have been conferred, compared wth some 27,000 
during the 1930's and about 31,000 in the 1940’s. Marked increases are 
expected also in the next several years. Another source of satisfaction is 
the record of scientific achievement. Since 1946, close to half of the Nobel 
awards for contributions to medicine, chemistry, and physics have been 
bestowed on American citizens. 

The economic security of American families has been advanced signifi- 
cantly in the years since World War II. About 58 million persons — 87 
percent of all those in paid employment — are now covered by the Federal 
Government’s old-age, survivors, and disability insurance system and 
related programs. More than 19 million persons are covered by privately 
financed pension plans. The Federal-State Unemployment Compensation 
System, which has proved its worth as a defense against loss of income 
during periods of economic adversity, now provides protection for nearly 
85 percent of all persons on nonfarm payrolls. 

But the progress made under Government programs should not divert 
attention from the extensive provisions made independently by Amer- 
icans for personal and family security. The number of life insurance 
policyholders, for example, has increased by about 60 percent since 1946; 
about 115 million persons were insured through legal reserve companies 
in 1959. The volume of time and savings deposits of individuals has in- 
creased by nearly 535 billion, or more than 50 percent, since 1952. Share 
accounts in savings and loan associations have also risen by $35 billion in 
this period — by nearly 200 percent. 

And it is not too much to say that we have made good progress in 
moderating fluctuations in our economy. Although economic recessions, 
however minor, must remain a matter of concern to all Americans, the 
relative mildness and short duration of the three since the war have to 
be reckoned as a major factor in the strengthening of personal secu- 
rity. . . . 


Shared Responsibility for Economic GRo^vTH and Improvement 

The economic tasks of the next decade pose impressive challenges, but 
there is every reason to believe that they will be met, just as similar chal- 
lenges have been met in the past. We should regard these challenges as 
opportunities, and recognize that we have great advantages as we go about 
meeting them. A large productive base already exists in the American 
economy, and our competitive enterprise system is well able to expand 
this base as needs increase. The ideals, freedoms, incentives, and rewards 
of our enterprise society are powerful forces in directing efforts and 
material resources to the meeting of new tests. And our traditional and 
proven system of sharing responsibility for economic growth and im- 
provement between the private and public sphers of our society, and 
among the several levels of government, provides a means for guiding 
those efforts along fruitful lines. 
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The premises of this system of sliared responsibility, recognized by tlie 
Congress in Section 2 of tlie Employment Act, desen^e renewed emphasis 
as we prepare for tlie challenges and opportunities of tlie new decade. In 
our society, tlie maintenance of a climate conducive to orderly and 
I'igorous economic growtli is not exclusively tlie function of government. 
Indeed, excessive reliance on goi'emmental machineiy^ may not only frus- 
trate tlie quest for steady groivtli and reasonably stable prices, but may 
also have undesirable consequences for our economic system and our 
freedoms. The more effective tlie job done by indiriduals and private 
groups and by government at the State and community levels, the less 
tlie danger of Federal encroachment in areas that have traditionally been 
the province of private enterprise and of local government. Our various 
levels of government and private indiriduals and groups have distinctive 
roles in our free society’s system of shared responsibility. At this point 
it is ivell to recall these roles, ivith particular reference to the problem 
of maintaining a high rate of economic growth. 

Roles of Govenimeiit 

In a free society, government makes its major contribution to economic 
groivth by fostering conditions that encourage and reinforce the efforts of 
indiriduals and prirate groups to improve tlieir circumstances. This in- 
cludes tlie preserv^adon and enhancement of competition, tiie mainte- 
nance of a stable cim'enq% the moderation of fluctuations in employment 
and output, participation in tlie development of human and natural 
resoiuces, tlie enhancement of personal security, prorision of a sound 
national defense, and the maintenance of mutually adimitageous ties 
with otlier countries. 

Responsibility for many of tliese roles is divided among the Mirious 
levels of goi^ernment, but none can be carried out adequately ivithout tlie 
initiative and cooperation of indmduals and private groups. This net- 
ivork of relationsliips is tlie product of our history. It embodies the Amer- 
ican concept of government as the responsive instrument of the people. 

The Federal Government’s contribution toivard preserving and 
strengtliening the institutions of our competitive enterprise system, to 
whidi the Employment Act properly directs attention, is of special im- 
portance, Open markets perform the essential task of channeling eco- 
nomic resources into the uses that businessmen and consumers deem most 
satisfactory^* in tliis wny, tliey contribute to the productiveness of our 
economy and to the quality of our living. They should remain free of 
unvMiri'anted restraints. Leaders of business, labor, farming, and the pro- 
fessions, as well as tlie vmious levels of government, have responsibilities 
for maintaining tlie openness and resilienq^ of our economic system. The 
competitive nature of this system is closely- linked to our ideals of freedom 
and individual initiative, vv*hich have far more than economic signifi- 
cance. A free society, free political institutions, and a free economy are 
interdependent and reinforce each other. 

As indicated earlier. Federal action to help smooth out economic 
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finauations afiords anotier opporttmiU’ to proaiote growth. Deep and 
prolonged declines of production. inTohing substantial reductfons in 
investmentj, not onlr interrupt current ad’^nnce but impede future 
groivth. It is Tvudelv acknowledged that to a%'oid such declines Govern- 
ment should take measures, appropriately designed and timed, to counter 
recessionary tendencies. It is also important that appropriate measures 
should be taken to restrain surges in economic activity that miaht lead 
to drastic corrections. 

Governmental decisions regarding the volume and character of public 
expenditures have powerful efects on the health of the economy and 
on its prospects for 'vigorous and sustainable growth. Especially in a 
briskly gro'vvang economy — the kind to be expected in the current decade 
— demands on economic resources are heaw and rising, and pubKc out- 
law's are made at the expense of private spending. The pubKc use of funds, 
'whether to continue established programs or to initiate ne'w ones, must 
be justified on the ground that it makes a larger contribution to 'W'ell- 
being and economic strength than could be made by their private use. 
The entire range of Federal spending must be continuously under revie'w. 
'vvfith this criterion in mind. Many public programs make important con- 
tributions to gro'5\uh, both directly by increasing the productive capacity 
of indiwdduals and business firms and indirectly by raclitating and en- 
couraging the greater pri'vate investment that enlarges our capacity for 
future production. It must al'wap be borne in mind, ho'vv'ever, that 'we 
gro'^v only fay investing more and producing more, not simply fay spendirg^ 
more. 

The -way taxes are levied also afiects the ad'tance of producti'V'ity and 
output. We must remain alert to the possibility of making the tax systan 
a more effective instrument for promoting economic gro'vvuh. Taxes affect 
the ability of indi'viduals and corporations to save. Likewise, their im- 
pact on the risk and return of investment xnfiuences the 'tTIIingness to 
make productive use of sa'vdngs. Our tax svstem should give encourage- 
ment to productive effort and should facilitate the mobility and eficient 
use of capital. vV^'e should continue to re'vfie'w’ our tax system from these 
standpoints, as 'well as from the standpoint of equity. 

The Federal Government can make a basic contributfon to an en'viron- 
ment favorable to economic growuh through a constructi've. forwvard- 
looking management of its finances. To meet this 'vfital responsibility in 
fiscal affairs, wvhile performing its functions adequately. Government must 
eive dear evidence, in actual results, of its abilitv and determination to 
control its expenditures. IVfiien the Nation is prosperous, as it is today, 
'With production, employment, and incomes rising, the most appropriate 
fiscal policy is one that pro'vides a sizable excess of Federal revenues over 
Federal expenditures. In the economic circumstances no-vv' prevailing and 
expected in the near future, a budgetary srtrplus used to retire debtwv’ould 
be a po'werful aid in helping to restrain inflationary pressures and to pro- 
mote sound gro'wth. The added savings 'which it 'would supply to the 
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econoniy help keep interest mtes lo^s^er than othenv-ise, and facil- 

itate pri\'ate investment acmity and the financing of public projects bv 
State and local governments. The monetax}' authorities v'oxild have a 
freer hand in ptirsning rolides aimed at promotiag steady, inSation-free 
gro'wth. And such a. fiscal polic\' wotiid be a potent instraraent for 
strengthening confidence in the dollar at home and abroad Indeed, a 
arable budget surplus at this time, used to retire Federal debt, would 
efiecm'dy implement the objectives prociaimed in the Exnplo}rnent 
Act. 

Roi^s of !r,d:\id::cJs and Prkate Gronps 

Since the ^nst majority' o£ economic decisioiis in a free societ}* are made 
by primte indidduals and groups, the rare at ^chich national output 
groTN'S and the character of that output are determined chieSy by pri^nte 
attitudes and actions. The expenditures of consumers command about 
two-thirds of the Xation's total product, and pri\nte investment expendi- 
tures command mother one-eighth, or more. Indi^dduaIs and business 
concerns supply the hvJk of the Nation's savings, and the major respon- 
sibility for directing these sa^iings into priwne and public investment 
rests wth pri^nte institutions. Finally, as dtiz^ns of a democrac\\ indi- 
viduals determine directly or through chosen representatives what they 
v\nnt done throtigh government, and at what cost. Obviously, the per- 
formance of otir free economy depends largely on how individuals and 
privnte groups fulfill their many critical roles. 

In their key role as constuners, individuals can contiibute to the Na- 
tion's economic strength by spending vsiseiy, just as government, acting 
as their agent, can promote growth by prudence in its spending. By the 
use to vchich they put their income they determine in large measure how 
economic resources are allocated. And in buying carefully for price and 
quality, they exert a restraining influence on the cost of Kvung. 

Individuals and corporate groups, in their roles as business leaders, 
can help strengthen the economy by the use they make of the resources 
under their control. They may be able to speed the increase in produc- 
dvity in the prirate sector through allocadng a greater share of these 
resources to investment and research and through pricing polices that 
favor the expansion of markets. Also, they can speed growth by upgrading 
v\x)rker skills, by improving the sZdIIs of management, and by eliminating 
wasteful pracdces. 

Fciually, leaders of labor have an opportunity as v.^ell as a responsibility 
to help realize more fully the Nadon's economic potential. They can 
contribute significantly in this direcdon by fostering arrangements favor- 
able to higher labor prcducdvity. 

.\nd leaders of business amd labor ha.ve a joint responsibility for facil- 
itadng econoraic grovxuh through the conduct and results of collecdv'e 
bargaining. This responsibility i$ espedaily great in industries that are 
basic to the Nadon s defenses and economic health. Events of the past 
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year demonstrate the damage that can be done when established methods 
for settling industrial disputes break down. An obvious way to achieve 
our economic potential more fully is to improve on tliis aspect of the 
past year's record. Labor-management disputes in basic industries should 
be settled promptly, preferably without recourse to strikes, and certainly 
without extended interruptions of production that cause widespread 
dislocation and unemployment and threaten to paralyze our entire econ- 
omy. They should be settled also on terms that are fair to the public at 
large as well as to the parties directly involved. 

Labor-management negotiations in all industries offer opportunities to 
help promote sound growth by avoiding settlements that contribute to 
inflation. Settlements should not be such as to cause the national average 
of wage rate increases to exceed sustainable rates of improvement in 
national productivity. A national wage pattern that fails to meet this 
criterion would put an upward pressure on the price level. Hourly rates 
of pay and related labor benefits can, of course, be increased without 
jeopardizing price stability. Indeed, such increases are the major means 
in our free economy by which labor shares in the fruits of industrial 
progress. But improvements in compensation rates must, on the aver- 
age, remain within the limits of general productivity gains if reason- 
able stability of prices is to be achieved and maintained. Furthermore, 
price reductions warranted by especially rapid productivity gains must 
be a normal and frequent feature of our economy. Without such reduc- 
tions we shall not be able to keep the price level as a whole from ad- 
vancing. . . . 

Request of President Kennedy^ Economic Report of 1962 

The 1962 Report called attention to the fact that the record of eco- 
nomic growth in the United States since 1947 was marked by four 
recessions. Accordingly, President Kennedy asked for a three-part pro- 
gram designed to give him standby powers to combat future recessions 
and to sustain the path of economic growth. This request (p. 4) is 
stated as follows: 

To combat future recessions — to keep them short and shallow if they 
occur — I urge adoption of a three-part program for sustained prosperity, 
which will (1) provide stand-by power, subject to congressional veto, for 
temporary income tax reductions, (2) set up a stand-by program of public 
capital improvements, and (3) strengthen the unemployment insurance 
system. 

These three measures will enable the Government to counter swings in 
business activity more promptly and more powerfully than ever before. 
They will give new and concrete meaning to the declaration of policy 
made in the Employment Act. They will constitute the greatest step 
forward in public policy for economic stability since the Act itself. 
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The Report tlien ^s^ent on to present a program for sustained gro^vtli 
and prosperity, as follows (pp. 17-19): 


MEASURES FOR A STRONGER ECONO^nf 


A Progra77i for Sustained Prosperity 

Recurrent recessions have tliro^ra the postwar American economy off 
stride at a time ^vdien tlie economies of other major industrial countries 
have moved steadily ahead. To improve our future performance I 
urge tlie Congress to join 'vvitli me in erecting a de£ense*in-depth against 
future recessions. The basic elements of tliis defense are (1) Presidential 
stand-by autliority for prompt, temporar)' income tax reductions, 

(2) Presidential stand-by authority for capital improvements expendi- 
tures, and (3) a pemranent sU'engtliening of the unemplo)*ment compen- 
sation system. These three measures parallel important proposals of tlie 
Commission on Money and Credit, ivhose further recommendations are 
treated under the next heading. 

In our free enterprise economy, fluctuations in business and consumer 
spending ivdll, of course, ahvays occur. But this need not doom us to an 
alternation of lean years and fat. The business c)^dc does not have 
tlie ineritability of the calendar. The Government can time its fiscal 
transactions to offset and to dampen fluctuations in the private economy. 
Our fiscal system and budget policj^ already contribute to economic 
stability, to a much greater degree than before tlie ivar. But the time is 
ripe, and tlie need apparent, to equip the Government to act more 
promptly, more flexibly, and more forcefully to stabilize the econ- 
omy — to caiay out more effectively its charge under the Employment 
Act. 

Sta77d-by tax reductiotj aut}207'ity\ First, I recommend the enactment 
of stand-by audiority under irhich the President, subject to veto by the 
Congress, could make prompt temporary^ reductions in tlie rates of the 
indiridual income tax to combat recessions, as folloivs: 

(1) Before proposing a temporary tax reduction, the President 
must make a finding that sudi action is required to meet the objec- 
tives of tlie Employment Act. 

(2) Upon sudi finding, tlie President would submit to Congress 
a proposed temporaiy uniform reduction in all indi\ddual income 
tax rates. The proposed temporaiy rates may not be more than 5 
percentage points lower tlian the rates permanendy establislied by^ 
die Congi^ess. 

(3) This diange would take effect SO days after submission, unless 
rejected by a joint resoludon of die Congress. 

(4) It iN'ould remain in effect for 6 months, subject to revision or 
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reneis-al by the same process or extension by a joint resolution of Uic 
Congress. 

(5) If the Congress were not in session, a Presidentially proposed 
tax adjustment would automatically take effect but would termi- 
nate 30 days after the Congress reconvened. Extension would require 
a new proposal by the President, which would be subject to con- 
gressional veto. 

A temporar}' reduction of individual income tax rates across the board 
can be a powerful safeguard against recession. It would reduce the annual 
rate of ta.x collections by S2 billion per percentage point, or a maximum 
of SIO billion — SI billion per point, or a S5-biIIion maximum, for six 
montlis — at present levels of income. These figures should be measured 
against the costs tliey are designed to forestall; 

— the tens of billions of potential output that run to waste in re- 
cession; 

— tlie pain and frustration of the millions whom recessions throw 
out of ivork; 

— the Budget deficits of SI 2.4 billion in fiscal 1959 or S7.0 billion this 
year. 

The proposed partial tax, suspension would launch a prompt counter- 
attack on the cumulative forces of recession. It would be reflected imme- 
diately in loiver ivithholding deductions and higher take-home pay for 
millions of Americans. Markets for consumer goods and services would 
promptly feel the stimulative influence of the tax suspension. 

It would offer strong support to the economy for a timely interval, 
ivhile presening the revenue-raising poivers of our tax system in pros- 
perity and the wise traditional procedures of the Congress for making 
permanent revisions and reforms in the s)'stem. I am not asking the 
Congress to delegate its poiver to le \7 taxes, but to authorize a temporary 
and emergent:)' suspension of taxes by the President — subject to the check- 
rein of Congressional veto — in situations ivhere time is of the essence. . . . 

Report of the Economic Council, 1962 

The Council’s 1962 Report also examined economic growth and 
indicated some of the problems associated with an accelerated growth 
rate (pp. 108-110). 

ECONOMIC GROWTH 

Faster economic groivth in the United States requires, above all, an 
expansion of demand, to take up e.xisting slack and to match future in- 
creases in capacity. Unless demand is adequate to buy potential output, 
accelerating the groicth of potential is neither an urgent problem nor a 
promising possibility. Full utilization wall itself contribute to groivth of 
capacity. Saving and investment to increase capacity and improve pro- 
duttmty flourish in prosperity and wane when the economy is slack. 
Reduction of economic fluctuations lessens the risks associated -irith inno- 
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Mitioxi and investment and diminishes the resistance to technological 
(mange. A fiili employment economy can achie'ce more rapid grov.nh than 
an economy alternating bemeen boom raid recession: for that reason, 
enective stabiiiration policy^ is the first step tot\nrd a policy' for economic 
grotvth. Bnt stahiliradcn policy* is not enotiga. A sustained improvement 
in the grot\nh rate requires also a concerted enort.. private and public, to 
speed the increase of potential output. Chapter i has analysed the cairent 
problem of nndemtilizatioii. In this chapter the emphasis is on the 
gro^Auh of potendai ouiptih 

The grD^\dh of the U.S. economy' remits primarily from decisions taken 
by' individuals, families, and firms. Hovi-ever. all levels of gov'emment — 
Federal. State and local — hav'e a role in the promotion of economic 
growth, it is no part of that role to force on unvvdiiing hotiseholds and 
business firms any particular rate of growth in their ovim individual ac- 
tivities. But if. as a Xadon. v^'e desire a higher rare of growth, there are 
tv\x> consecuences for government policy'. First, in those areas of economic 
activity' tradidonaily rilotted to some level cf government, public ex- 
penditures must nrovide services which contribute to the gror.'th of 
potential output and which satisfy the needs that accompany' increasing 
income and weaidi. Second, public policy' — notably in the fields cf taxa- 
don. education, training, welfare, raid the control of money and credit — 
inevitably' sdmtdates or retards the growdi potendal of the private econ- 
omy', ev'en if no mch result is consciously' intended. Accelerated eoonondc 
grovv'th requires coordinated policy' at all levels of government to facilitate 
the increase of proditcdvity' and the expansion of capacity. Xo change is 
implied in the historic division of responsibiiip' between public bodies 
and private cadrens. 
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sides of the same coin. A commitment to accelerated growth is at the same 
time a commitment to solv'e even more such problems. The challenge is 
to find soludons which do not limit the economy *s capacity to grova 
This is w'ha: is meant by saying that there are “growing pains'* asso- 
ciated with economic uregress. They are no: newa Xor are they insoluble 
if the exransicn of demand creates new opporttmides for labor and cap- 
ital as old ones disappear. An adequate levul cf demand, though no: itself 
the soludert to struertuai problems, is a necessary precondidon to the 
soludom 
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The most pressing of the social problems resulting from rapid in- 
dustrial progress is the creation of islands of obsolete capacity and 
unwanted skills. It is inequitable to inflict the costs of progress on an arbi- 
trarily selected few, when the benefits are widely shared. It is more than 
inequitable — it is self-defeating — to invite resistance to progress, pools 
of idleness, low productivity, and poverty. The need for specific policies 
to restore the earning power of displaced, workers and the vitality of 
depressed regions has already been emphasized in connection with the 
objectives of the Employment Act itself. That need is intensified with 
the acceptance of accelerated economic growth as a goal of national 
policy. 

Faster economic growth incurs costs and imposes responsibilities. It 
must — if it is worth undertaking — confer even larger benefits. Potential 
output has been growing, on the average, at 2.9 percent annually since 
the turn of the century and at about 4 percent since the end of the second 
World War, though since 1954 the rate has slowed to 3.5 percent Yet 
there are sound reasons for wanting even faster growth in the future — 
(1) unsatisfied needs at home and (2) threats to freedom abroad, 

(1) Per capita disposable personal income, measured in 1961 dollars, 
has been increasing since 1947 at about 2 percent a year; it surpassed 
S2,000 a year in the last quarter of 1961. Nevertheless, about 30 percent 
of all families and unrelated persons have less than §1,000 of money 
income per person, and are now below the level that the average Amer- 
ican achieved a quarter-century ago. 

A high rate of economic growth today will enable increasing millions 
to enjoy better lives tomorrow. Only a limited imagination can fail to 
see opportunities for providing more fully both such basic needs as food, 
clothing, and shelter and the amenities of civilized life — education, med- 
ical care, travel and recreation. 

In many, though not all, contexts growth in per capita production will 
reduce the number of persons with low incomes. Poverty in the United 
States is disproportionately concentrated among the aged, the nonwhite, 
the poorly educated, marginal farmers, and families without a male 
breadwinner. The disadvantaged fare better in a buoyantly growing 
economy. But for some, the remedy lies in welfare or insurance payments 
coupled with substantially improved services and retraining to restore 
them to self-sufficiency. In the longer run, the provision of good education 
and adequate health services for the children of these families is essential 
to break the degrading cycle of dependency. 

Other unfilled needs lie in the field of public or mixed public and 
private expenditures. The renewal of cities, the reconstruction of trans- 
portation of facilities, the improvement of education at all levels, the 
provision of new facilities for the arts, the expansion of medical care facil- 
ities, the conservation and expansion of our national parks and forests, 
all these things need more resources than we now devote to them. Eco- 
nomic groAvth will help create those resources. 
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(2) The leadership of the free ivorld imposes hea\y economic burdens 
on tlie United States. The primar)^ responsibility for maintaining the 
militar)' security of the free ^vorld falls on us. Although we hope that 
iv'orld tensions isdll slacken, we must be prepared if they do not. If the 
tlireat rises in intensity, Ave must ina'ease our defense capabilities to 
meet that threat. The future needs of defense are uncertain but impera- 
tive; the larger and more efficient our economy, the more readily we 
be able to shoulder larger militar}" burdens, if we must. 

Our responsibility is no less in the global battle against poverty, igno- 
rance, and disease. The less developed nations need our capital and tech- 
nique. They also need a further demonstration of the ability of a free 
economy to grow, to prosper, and to use its enhanced resources visely. 

The foreign trade polic)» of the United States should be formulated 
vith regard for the ob^ious fact that a more satisfactory rate of economic 
gi‘owth can be acliieved here and abroad if producers are stimulated to 
efficiency by active participation in international trade, A liberal trade 
polic)' "works to this end by providing increased market opportunities 
abroad for U.S. products ivhile promoting tlie efficient utilization of 
resources through the im-igorating effects of foreign competition, ivhether 
encountered in our home markets or in the markets of other coun- 
tries. . . . 

In recent years, increasing attention has been given to the investment 
in human resources as being as significant for promoting groisth as is 
investment in physical resources. The Council discussed tliis point in 
its 1962 Report (pp. 117-118). 

Im’Estment in Human Resources 

Increased production is not an end in itself but only a means of pro- 
%’iding increased real income for all to share. As indicated earlier, this is 
one of the reasons that more rapid groivtli is a desirable social goal. High 
levels of education and healtli, equality of opportunity — these are among 
the ^"alid measiues of a society’s performance. They are desirable in their 
own right. In addition, they have an economic dimension. They are 
among the foundations of groi^^h as well as among its benefits, 

Americans have long spoken of foregoing consumption today in order 
to invest in their children’s education and thus in a better tomorrow. 
For an economy, just as for an indiridual, the use of the is'ord invest in 
tliis connection is dearly justified, since it is predsely the sacrifice of 
consumption in the present to make possible a more abundant future 
that constitutes the common characteristic of all forms of investment. 
That de^’Oting resources to education and health is, in part, an act 
of investment in human capital explains programs in the area of 
education and health are economic growth programs. Tliis kind of 
investment has a long and remarkable history. Rough estimates, ivhich 
take into account differences in the length of the school year and in 
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to move aliead on other programs to strengthen the underhing sources 
of the Nation s capacity to gvo^\\ No one doubts that the foundations of 
America’s economic greatness lie in the education, skill, and adaptability 
of our population and in our adranced and adrandng industrial tech- 
nology* Deep-seated foundations cannot be rene^^'ed and extended over- 
night, But nei liter is the achievement of national economic purpose just 
a task for today or tomorro'vv, or this year or next. Unless ^ve move no^v* 
to reinforce die human and material base for groivth, Ave ^sill pay the 
price in sloi\'er groivtli later in this decade and in the next. And so ive 
must begin, . . . 

Stepping up the UB. groivnh rate isrill not be eas}\ no longer have 
a large agiiailtural population to transfer to industry\ 'We do not have 
the opportunity to capitalize on a generation’s irorth of advanced tech- 
nology' developed elseiriiere. The only easy' grow'th a^'ailable to us is the 
growth that \dll flow from success in ending the period of sluggishness 
dating back to 1957, That we must have if only because it is inexcusable 
to have the American economy operating in loic gear in a time of crisis. 

Beyond full employment, hoivever, we must rely on the basic sources 
of all long-run growtli: people, madiines and knoivledge. 'We must iden- 
tify and use a ^'ariety of ^^'ays — some imaginative, some routine — to 
enable our people to realize the full promise of our technology and oiu' 
economy. In a setting of full employment these measures can help to 
move onr groicth rate to 4 percent and above, the American people 
toward greater abimdance, and the free icorld toiv'ard greater security', 

Recomrncndathr^s of the Economic Council. 1963 

The Council also presented a set of recommendations to foster eco- 
nomic growtli (pp. 60-61), 

Starting from our present position of underutilization, it has been esti- 
mated that iv'e can adiie^^e an increase of about six-tenths of a percentage 
point in our average annual gxoiv'th rate for the 1960 s by' redudng our 
unemployment rate to 4 percent idth the concomitant increase in utiliza- 
tion of capital fadKdes, This rise in the groiv'th rate comes as a bonus 
to successful employment policy'. Once underutilization of productive 
capadty' has been eliminated, our rate of groivth depend upon the 
pace at ichich productii'e capadty itself expands, Gro'ivth of productive 
capadty' in turn is the sum of (a) the percentage rate of groi^'th of the 
labor force adjusted for changes in the average icorkweek, and (b) the 
percentage rate of increase in producddty' per man-hour. Public policy 
can accelerate groi\'th of pTodixcd\ity mainly' by stepping tip the pace 
of onr efforts to: 

— improve the education, health, occupational skills, moriradons, 
and attitudes of the labor force; 

— build up tlie stock of prirate producers' plant and equipment, and 
improve its composition by age, ty'pe, and location; 
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— increzse the stock, of ptiblic phj-sical capital, including roads, water 
systems, school buildings, and hospitals; 

— ^improve the terms on which the economy has access to natural re- 
sources, whether through domestic production or imports; 

— adt,a.nce the level of technology, covering the range from man- 
agerial and organizational competence to scientific and engineer- 
ing understanding; 

— raise the eSdency with which capital, resources, technology, and 
labor are used; 

— ^improve communications systems so as to accelerate the dissemina- 
tion of information on technological, commercial, and employ- 
ment opportunities. 

Report of the Economic Council, 1964 

Technology' and technological changes as factors contributing to eco- 
nomic growth w'ere emphasized by the Council in its 1964 Report (pp. 
Co — 8 i p 

THE PPvOMISE AND PROBLEiMS OF TECHNOLOGICAL 

CHANGE 

One lesson of man’s history is unmistakable: the crucial element in the 
rise in our material well-being has been the progressive utilization of 
our ever-growing store of knowledge of the world in which W"e live. From 
the wheel to the electronic computer, new discoveries have been put to 
work for man’s benefit — benefit that has taken the form of shorter hours 
of worfa the elimination of backbreaking toil, a continuing stream of 
new goods and services, and a total output per capita that has risen 
5'fold in the United States since the Cml War. 

While technological change is as old as man, its character and pace, 
and therefore its impact, have changed in recent centuries. The modem 
economic history of the industrial nations constitutes a decisive break 
with all of prior history. For thousands of years, a man follotved the path 
of hfs father and grandfather before him, doing the same things in essen- 
tially the same way. Major technological changes came infrequently, and 
their adopdon was spread over many centuries. The -whole structure of 
modem sodet}', however, is geared to innovations — those who iniuate 
or adapt to change are rewarded, those who do not or cannot are penal- 
izecL The businessman who refuses to adopt new technology will not 
merely see his profits stand still; they vdll surely dwindle and turn into 
losses as his more adventuresome compedtor adopts neiver and more 
efficient production techniques. 

Moreover, in a modem society, technological change is self-reinforcing 
and almost self-gen eradng. Major new breakthroughs in technology soon 
pave the way for a muldtude of other changes. The production of cheap 
electricity for example, not only replaced gaslights, but made possible 
the assembly Hne, modem communicadons, and the computer. 
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Even if ^dshed to, could not eliminate pen'asive and continuous 
technological and economic cliange ^dthout remaking — on a much in- 
ferior basis — tlie ^vhole fabric of our sodal and economic institutions. 
And ^KQ\lld not wsh to. Its benefits are essential for continued eco- 
nomic gro'svth, higher standards of lidng, and the elimination of povert}*. 
Oim objective should be to foster and encourage it. 

But recognition of the many benefits of tedinological change must not 
obscure the human toll often exacted in this process of job transition — 
the unemployed coal miners of ^Vest ^^irginia. the rural migrants ^\^ho 
croivd luban slums, the older ^rorkers forced into umv^anted retirement, 
and tlie middle-aged ^vorkers '^diose earnings poiver and entitlement to 
fringe benefits haA'e been ei*oded by the obsolescence of their skills and 
the loss of their seniority. IVe can and should reduce that toll by appro- 
priate public and prirate policies. 

This chapter tdll explore some issues and policies related to techno- 
logical change in this coim try's economy. Some of these issues ha^^e re- 
cently been the subject of considerable public attention. There has been 
dispute 'whether the newest and most dramatic form of technical change, 
“automation/' is a monster that threatens to destroy our 'svhole economic 
order or an economic and sodal boon. Others debate '^vhether automation 
must share the blame for the persistence for six years of an imacceptably 
high rate of unemplo)’ment. President Kennedy proposed — and President 
Johnson has repeated the proposal — that a high-level Commission on 
Automation be created to explore carefully these and other questions. 

This chapter first points to the benefits of technological change, both 
those easily measurable and others less so but perhaps equally important. 
It then tiuns to a brief redew of the sources of sudi change. It anal\*zes 
the extent to which rapid technological change may threaten the main- 
tenance of high over-all employment and the '^ray in which our system 
adjusts to the unequal impacts of tedmological change on regions, in- 
dustries, and skills. Finally, it redews the polides that Government can 
use to foster rapid technological diange while at the same time helping 
workers to adapt to the resulting dislocations. 

THE FRUITS OF ADA^ANCING TECHNOLOGY 

The state of technological kno'^dedge determines 'svLat man can do 
\dth his labor, his capital, and the natural resoiurces he finds — ^ivhat can 
be produced and hoiv it can be produced. Increases in our standard of 
lidng — ^*'economic progress" — come about in considerable part from the 
application of new tedinical knowledge to production. 

THE XATURE OF TECHXOLCGia\L CHANCE 

By technological change we mean the introduction of new arrange- 
ments in the process of production and distribution ivhidi enable us 
either to produce new products, or to produce existing products more 
efficiently and cheaply, employing fe^^'e^ real resotuces. The basic char- 
acteristic of technological Aange is that it permits us to use a given set 
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and managerial emplo\*ment and because plant and equipment are being 
operated at inefficient rates. During periods of movement tovvird full 
emplo}Tnent, rapid gains in productmty reflect the fact that both '^s^orkers 
and machines are operating more fully and more effidenily. 

Actual GNP for 1964, at $622 billion, '^vas 527 billion or 4 percent 
below estimated potential. In the first quarter of 1961, the gap 551 
billion (in 1964 prices) or 9 percent of potential. Thus, the current expan- 
sion has substantially narro’vved the gap; its present size indicates the 
remaining distance to full realization of potential. 

The Council's estimate of potential GXP reflects the belief that the 
economy could operate at a 4 percent unemplo}Taent rate today without 
substxmtial strains on either labor supplies or plant capadt)'. Operating 
rates in industrj* sho'^v' the presence of capadt)- to fill ad^donal demands. 
Labor supplies are generally abxindant in most labor markets. ^Vhile 
imemplo^ment rates yciry xddely among different age-sex groups in the 
population, rates are consistently above those of 1956, tvhen the over-all 
xmemplo}ment rate tv'as 4.2 percent. . . . 


Rcpoi't of the £cono7nic Coinidl, 1967 

The 1967 Economic Report stressed the importance of economic 
gro^^ and introduced the idea of effective titilization of the fruits of 
sucli grotctli (p. S). The Council elaborated on tliis concept, and indi- 
cated hoxv the c^ins of CTOxedr mav be used for ad\uncin^ consmner 
levels of Ihing as rrell as expanding xvelfore programs dealing rdth 
income maintenance, educadon, health, urban problems, and social 
security. Some of tiiese are depicted in the follorving selection (pp. 
135^136). 


USING THE GAINS OF GRO^VTH 

From early 1961 to the end of 1956, our GNP rose an average of 544 
billion a year. About 59 bilKon a year xvus price increase. Of the balance 

• An average real gain of 510 billion a year (in 1966 prices) came 
from putting idle men and machines back to w'ork. 

• An average real gain of 525 billion a }‘ear (in 1966 prices) came 
from the grotvth of our resoiuxes: a larger x\*ork force, more and 
better capital and management, higher productivity. 

Further gains from putting idle resources to v;^ork will novc be harder 
to achiev'e. 

But our anmial dividend from growth has meanwhile become more 
generous. In 1957 it will add 550 billion at today's prices to onr potential 
output. 

Our economic policies must assure that we realize this potential divi- 
dend — and use it wisely. 



liS r^ATIONAL ECOKO^.riC rOLICT 

A great financier is said lo have remarhed that compound interest is 
the eighth v/onder of the rrorld. Xo doubt he vras referring to it^ remark- 
able properties in enhancing private fortunes. Ilov/evcr, there concerned 
vrith national polides for economic grev/th have aho become atvarc of 
the po'.'/er of compound interert. If the American economy continues to 
giov; at 4 per cent a }car, output v/ill double in IS scars, triple in 2S, 
quadruple in S5. If that potential is v.'iscly and cfacicntly shared among 
competing ures, great advances in the economic vrell-being of all Amer- 
icans arc assured. 

Literally billions of private and public dedsions determine the dis- 
tribution of the .grovdng grO'S national product (GXP) among consump 
don. in^xstment, and Government purcha^-es, and — within each of these 
caic-gories — among the myriad of indiridual goods and services the econ- 
om) can provide. Consumption decisions of households and the invest- 
ment of dedsions of business firms determine the uses of output in the 
pnhate tccior. But these dedsfons are inevitably affected by public pol- 
ices. Monetary and credit polides and changes in tax rates and tax 
incentives restrain or encourage consumer and business outlays and in- 
fluence their composition. 

The budget-making process at Federal, State, and local levels deter- 
mines the share of output used to meet public needs. Taxes and public 
spending represent a substantial share of the national producL ?vforcovcr, 
in a grovdng economy vnth given tax rates, tax revenues move upward 
strongls over time and call for continued dedsions on increases in public 
expenditures, ta:: reductions, and debt management. Public poliq/ can- 
not be neutral in its impact on the allocation of the gains from economic 
grov/th. How these gains should be distributed must be squarely faced 
as an issue of public policy. 

PRIVATE .VXD PUBLIC GOODS 

Households directly purchase the greater part of our national output 
to meet their wants and needs as consumers. Personal consumption ex- 
penditures nov; constitute 63 percent of GXP. The share has been as lov; 
as 52 percent in World War II and as high as 83 percent in the depression 
year 19.32, but has recenth. been relatively stable. Most of the future 
increase in output will surely take the form of more goods and sertrccs 
for consumers. 

Co.vsmrER Choice 

Growing incomes ’will enable households to enjoy continuing increases 
in their standards of living. For thox families v/hich are now' poor, higher 
incomes will mean more of iho-c types of goods and services which most 
Americans nov; regard as necessities — adequate and varied diets, sufficient 
health care, satisfactor;/ housing, a good education for their children. 
Even for .Americans well above the poverty line, a significant share of the 
growth in incomes vdll be devoted to the*e basic items. With higher 
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incomes, tlie proportion of the budget spent for varions types of goods 
sliifts in fairly predictable ivays — toirard consmner durable goods, travel, 
rea-eadon. and other leisiu^tiine acthities. Rising incomes provide for 
more freedom, more security, more comforts, more cultural opportunity, 
and more variety in life, permitting the greater fulfillment of personal 
aspiradons. . . . 



9. FISCAL POLICY INCLUDING 
DEBT MANAGEMENT 


The study of macro-economics considers trvo instruments of govern- 
ment policy — fiscal and monetary. Fiscal policy refers to the attempt 
on the part of the Federal government to influence the level of national 
economic activity by manipulating its budget — ^increasing expendi- 
tures and reducing taxes as expansionary devices, and raising taxes and 
decreasing expenditures as retarding forces. 

From the first Report in 1947, these documents have devoted a great 
deal of attention to Federal fiscal policy — finance, expenditures, 
revenue, and debt management. The Reports have been uneven, how- 
ev^er, in their emphasis on the efficacy of fiscal policy. There is disagree- 
ment, too, on the timing of fiscal policy. 


Fiscal Policy in a Growing Economy, Economic Report of 1964 

The folloiving excerpt (p. 42) from the 1964 Report gives a clear 
definition of fiscal policy. 

In a grovang economy, periodic budget adjustments are required to 
maintain adequate expansion of total demand. The volume of tax reve- 
nues rises as incomes grow if tax rates remain unchanged. At present tax 
rates, the revenues that the Federal Government would collect at full 
employment ina'ease by more than §6 billion a year. If program needs 
do not require expenditures to grow at the same rate, tax rates must be 
reduced, or a growing full-employment surplus will result, rvith increas- 
ingly restrictive effects on tlie economy. 

In the past tliis very process has been a major factor in slowing expan- 
sions and precipitating downturns. Thus the consequences of excessive 
potential surpluses have been large actual deficits, unemployment, and 
inability to adiieve steady grotvth. 

To avoid these consequences, an appropriate expansion-promoting 
fiscal program would call for tax and expenditure policies that prevent 
a constrictive rise in the full-employment surplus. 


150 
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r7r::\^ of Pr<rsuit::t Kennedy. \c^:cT:.d PcoT:orr::cs Repar: of 1962 

The lPo2 Report by President Kennedy (p* 6> credited mucii of the 
improvement in tiie economy to the IP31 exponsionGn' Sscal progroxa. 
Xote. also that the President recognized chat a d^oal policy can also be 
retarding and recommended against snch a policy' at that time. 

That the bndget is a. Eexible tool vrhich nia.y be manipniated in both 
an expansionap-* and retarding direction also ^sTiS iiidica.ted \pp. 11— 1!!>. 
Once recovep' under vmy in IP 52. the necessity for conrinned extra 

stinmlation from the bt:d^t tms diminishecL The President did reccr' 


rmcertan 


the bnsiness oiidook. and so fiexibiiitv in 


bndgetap* policy rvas recommended as being essential. 


deral Btrdget pia}-ed its proper role as a po’i\'erfai instrmnent 
for promoting economic reco^'er^^ The meastnes to relieve distress and 
restore economic momentmn expanded ptirchasing ro'iver early in the 
;\'ear. Snbsoauently. major increases in expenditme for natronal seenrity 
and space programs became necessapr In a fully employed economy, 
these increases ^.vordd bax-e required ne^A' tax re'i*ennes to match. But I did 
not recommend tax increases at this point because they ^v'oiild have cut 
into primte pmchasing po".V£r and retarded recoAmrr . . . 

. . . The Budget is approprimely paced to the expected rate of eco- 
nomic expansion. It >ili gi\'e less sdmuius to business activity as private 
demand for goods and services grot\'s^ stronger and shottiders more oi the 
rescNonsibilitv for continued gains. But the shift 'vvill be moderate and 
gradual. IVe hoxn learned from the disappointing I95P-5P experience 
that an: abrupt autvi excessively large stving in the Budget can drain the 
mgor from the primte economy and halt its progress. especizHy if a 
restriemv' moneta>rv“ roizrv' is follo’vved stmulta-ueouslv. This 'vvill not be 
repeated. Budget ontlax's rise by 55 billion from Escal 1952 to 
nscai IP55. rcherec 

to nscai 1P5P. Th 
-■ 


thev fell bv more than that amount from fiscal 1959 
1955 Budget starts from a much smailer deficit and 
Aviii iUD^“e to a mmerate surplus as the re'Co\er;v' strengthens. 

^Vith sttnpcrt from increased go^'emment expenditures and other gov- 
ernment policies, the mom^entum of the reco^erj' is expected to raise 
GXP to $570 billion for 1952 as a i^vhole. Prompt enactment of the pro- 
tx'sed tauc credit for inxestment 'vvonld gi'^’e the economy further strength. 
Economic expansion a: the expected pace i\ili meld $95.0 billion in 
Budget rewnues in fiscal 1935 to co'ver 5?2.5 billien in Budge: expendi- 
tures. if primte demands for gonads and services should pro\‘e to be 
iv'ecJter in 1952 than norv amticipatec. less primte purcliasing po^wr %vill 
norv into taxes, and Budget rex'enues 'will fall short of the $95.0 bilKon 
figure. If prix-ate demands rue stronger, tax receipts will rise fuxther and 
Budget re^‘enu?s will exceed expectations. 
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A surplus of $4.4 billion in fiscal 1963 is expected in the national in- 
come accounts budget — a budget constructed to measure the direct impact 
of Federal expenditures and receipts on die flow of total spending. The 
surplus ivould be several billion dollars Iiigher i£ the economy were oper- 
ating steadily at a level high enough to hold unemployment to 4 percent. 

Either surplus — prospective or potential — is both a challenge and an 
opportunity. A government surplus is a form of saving — an excess of 
income over expenditure. Like any odier form of saving, it releases labor 
and other productive resources ivhich can be used to create new invest- 
ment goods — plant, equipment, or houses. If investment demand is not 
strong enough to use the resources and labor, they "will be irasted in 
unemplo)ment and idle capacity, and the surplus itself ivdll not be 
realized. But if the necessary investment demand is present, the surplus 
will make possible the acceleration of economic growth by enlarging the 
future productive poiver of the economy. The Government is seeking to 
help American industry to meet this challenge and seize this opportunity, 
through such measures as the 8 percent investment tax credit and revi- 
sions of depreciation guidelines. 

Views of the Council of Economic Advisers, 1963 

The Council supported the President in its 1963 Report by reiter- 
ating the importance of fiscal policy in promoting economic expansion 
and gro'wth, especially emphasizing the importance of tax reduction 
(p. 38). 

The pace of expansion foreseen in business, consumer, and govern- 
ment expectations promises no easy resolution of our problem. Indeed, 
the prospective pace of expansion in 1963 promises little if any reduc- 
tion of unemplo}Tnent, little if any narroiving of the gap between actual 
and potential output. Positive action to invigorate the economy is re- 
quired to reverse the record of the past 5 years and bring output, employ- 
ment, and income up to their potential. 

Accordingly, the President is recommending a major program of tax 
reduction and tax reform to e.xpand pri%'ate purchasing power and to 
strengthen private incentives — a program which wll thus attack the 
problem of idle men and machines at its source and provide new wgor 
to the forces for expansion of the U.S. economy. It is the key instrument 
of polic)’ for meeting our responsibilities for high emplo)Tnent and faster 
economic groivth in the mid-]960’s. 

By reducing taxes, stimulating cost-cutting investment, strengthening 
incentives, and promoting a more efficient allocation of productive re- 
sources, a balanced tax program ser\-es to lower unit costs. It thereby lays 
a firmer foundation for continued price stability and in improved U.S. 
competitive situation in ivorld markets. . . . 
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A revieiv" of the role of fiscal policy and die American experience 
^ddi such policy, dating back to die 1930 s, iras presented by the Coun- 
cil in its 1963 Report, as exceipted below (pp. 66-74). This excerpt 
examines die relationships betiveen fiscal policy and stabilization, tax 
cuts as an aid to recover)', and die record of fiscal policy in the 1930’s, 
and presents conclusions based on die record of past experiences. The 
importance of tax cuts is emphasized as a stimulating fome, especially 
as a prelude to die justification for a substandal tax cut, ivhicli iv'as to 
come in 1964, 

Tax reiTsion is die principal instrument of U.S. economic policy' to 
achieve prosperity and more rapid economic grois'di in the mid-1960’s. 
The nature of that redsion and the means by ivhich it inll accomplish 
its objectives have been described in the preceding chapter. 

The aim and expectation of this program is to restore full prosperity, 
which, in the last analysis, is the only sure path to budgetarj' balance. 
Since diis ivdll, at least temporarily, involve large budgetaiy' deficits, it is 
important also to examine irhat deficits mean in modern economic 
society. Govei'nment deficits are not a new fiscal experience for Amer- 
icans. The first part of this cliapter revieiv's several relevant aspects of 
diat experience, and in particular distinguislies nvo kinds of deficits and 
their economic effects — deficits that groiv passively out of economic reces- 
sion or inadequate groivTli, and deficits that grow out of positive fiscal 
acdon, sudi as tax reduction, to imigorate the economy. The perspective 
is furtlier ividened by placing the Federal deficit or surplus in the context 
of balancing and offsetting deficits and surpluses in the other major 
sectors of die national economy. 

Since deficits increase the national debt, it is important also to appraise 
that debt in relation to the Nation's wealth and the Nation's income. The 
national balance sheet allows us to dew the Federal debt as one of a set 
of interrelated assets and liabilities. 

Expansionar)* tax policy' must be cx>nsidered also in terms of the possi- 
ble effects it may have on tiie stability of our price level. Not only is 
inflation unjust and disruptive, but it would interfere ^vith oiu progress 
toivTird adiiedn^ balance in our international finandal accounts. 

These are some of tlie problems disaissed in this chapter. They are 
problems which have been considered at length in the technical literature 
of finance and economics. But they' become problems for all Americans 
to consider as tlie Nation prepares to take bold steps to indgorate its 
ecx)nomy' — ^steps involdng large interim Federal defidts. Both experience 
and analysis confirm that this positive use of fiscal policy' in 1963 will 
make a significant contribution to tlie achievement of our emplo)’ment 
and gixnvtlx goals and incur minimum risks of interfering idth con- 
tinued price stability and progress toward balance of payments equi- 
librium. 
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PASSlvn FISCAL POLICY AND AUTOMATIC STABILIZATION 

Any Y’cakcning in private spending ivill reduce incomes, causing tax 
revenues to fall and transfer payments to rise. Thus disposable incomes 
v.’ill decline less than pre-tax incomes, and will be partly cushioned 
against tlic decline in private demand. In effect, the impact of the decline 
in private income is shared v/ith the Federal Government, which does not 
shrink its purchases v/hen its income falls. The greater the extent to 
which a fall in government revenues cushions the decline in private 
incomes, the less the flow of spending for output will be curtailed. 

Automatic stabilization operates in reverse when private demand in- 
creases. Additional income is generated, but part of it is siphoned out 
of the spending stream in higher tax payments and lower transfers. Dis- 
posable incomes therefore rise less than incomes before taxes, and the 
spending and re-spending is limited and damped. 

Thus the tax-and-transfer response narrows fluctuations in income 
caused by irregularities in the strength of demand. The sharper the 
response of tax collections to changes in GNP, the stronger the stabiliza- 
tion effect. Although the tax-and-transfer response cannot prevent or 
reverse a movement in GNP, it can and does limit the extent of cumu- 
lative expansions and contractions. At least with respect to contractions, 
this is clearly an important service to the economy. 

Automatic fiscal stabilizers have made a major contribution in limiting 
the length and severity of postwar recessions. Each of the four postwar 
recessions — 1918-^9, 1953-54, 1957-58, and 1960-61 — has been both short 
and mild. The decline in real GXP from its peak to its trough has ranged 
from a high of 4.4 percent in 1957-58 to a low of 2.1 percent in 1960-61, 
and the duration of the recessions has varied from 9 to 13 months. Chart 8 
demonstrates that changes in disposable personal income from quarter to 
quarter have been much .smaller than changes in GNP. Although GNP 
changes were frequently negative (in each of the postwar recessions), 
disposable income fell in only one quarten* in the entire postwar period. 
This relative stability of personal di.sposable income has been mainly due 
to the automatic fiscal stabilizers, together v/ith the tendency of corpora- 
tions to maintain their dividends at the expense of retained earnings 
during recessions. TTie maintenance of disposable incomes has prevented 
sharp declines in consumer expenditures. The resulting stability in mar- 
kets for consumer goods, which constitute by far the largest component 
of final demand, has prevented any drastic collapse in business invest- 
ment in fixed capital. 

Automatic fiscal stabilizers increase the stability of the economy. Sta- 
bility is a desirable thing for an economy that is balanced where it wants 
to be. ^ bus, an economy operating, on the average, at high levels of out- 
put and employment benefits from a tax-and-transfer system highly re- 
sponsive to dianges in output and income, as a cushion against sharp 
movements of aggregate demand cither toward inflation or toward reces- 
sion. 
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Ho^^’eve^, in the present situation — \Kiih the American economy labor- 
ing for over five yeai*s %v'ell below its potential rate of output — automatic 
stabilization becomes an ambiguous blessing. The protection it gives 
against cumulative do^vmtvai'd movements of output and employment is 
all the more rvelcome. But its symmetrical “protection^' against upu’ard 
movements becomes an obstacle on the path to full employment, throt- 
tling expansion ts’cll before full employment is readied. 

Undei' such conditions, high employment can be restored — as is being 
proposed under the 1965 tax program — ^by a reduction in taxes. ^Vhen 
this is done the need is not primarily to lessen the responsiveness of tax 
receipts to changes in GXP. Rather the whole schedule of taxes should 
be loivered — so tliat, at any given GXP, taxes siphon off less prit'ate pur- 
diasing pmver — ^tvhile leading the response of tax receipts to changes in 
GXP about as great as before. To be sure, it is almost impossible to lower 
taxes AVTthout lessening to some degree their sensithity to changes in 
GXP. But tlie purpose of such a change should be to lower the level of 
taxes — and hence their persistent drag on purchasing potver — ^rather tlian 
to reduce their automatic cotmterqrlical response. 

TAX CUTS TO AID RECO^TRY 

Just as we have had postivnr experience idth automatic stabilization, 
u'e have had experience wth active tax aits irhich seri'ed positively to 
increase demand. These experiences are of interest in the present con- 
text. 

In two of the posnv-ar recessions — 1948-49 and 1955-54 — tax aits 
helped to dieck the decline and to spur the ensuing recovery'. Xeither of 
the tax aus is an example of deliberate coimtercydical fiscal action, but 
both had important expansionary' effects 'which came '^vhen they 'were 
needed. 

Under the Re^'enue Act of 1948, 'which iras passed by the Congress in 
April, taxes '^rere reduced by $4.7 billion. 'While at the time, the tax an 
appeared inappropriately' timed — ^£ew obsers'ers 'were predicting reces- 
sion — ^when the recession of 1949 in fact occiured, it turned out to be 
fortunate that the tax cut had been legislated. The cut '^vas retroactive to 
January' 1, 1948, amd as a result refunds 'ivere exceptionally large in mid- 
1949. The uptiurn began in October 1949. In addition to the tax ait. 
there was a significant increase in Federal expenditures in late 1948 
associated '^v’ith the introduction of the Marshall Plan. This also helped 
to mitigate the recession. The economy- -vN-as further stimulated in the 
expansion phase by the hea\’y' increases in placement o£ military* orders 
associated with the Korean 'War, '^vhich began in June 1950. As a result 
of the tax cut and the increased expenditures, together the effects of 
the automatic stabilizers, the recession was short and mild, and the 
ensuing expansion -was strong. By the first quarter of 1951, unemployment 
had been reduced to 5.5 percent of the labor force. 

As a result of the rapid expansion, by the second quatrer of 1950, Fed- 
eral tax liabilities as shown, in the national income accounts had risen 
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substantially above the levels that prevailed at the time taxes were cut 
in the second quarter of 194S. 

Taxes also were cut during the recession of 1953-54. Effective January 
I, 1954, the excess profits tax Tvas repealed, and personal income tax rates 
tvere reduced. Excise taxes were reduced on April 1, and further tax 
reductions for both individuals and corporations were embodied in the 
Internal Revenue Code of 1954. These measures are estimated to have 
reduced Federal revenues by about S6.1 billion (seasonally adjusted an- 
nual rate) in the first half of 1954. Further cuts w’hich went into effect 
later brought the revenue loss on a full-year basis to about S7.4 billion. 
These cuts in personal and corporate income and excise taxes were par- 
tially offset, however, by an increase of about SL4 billion (annual rate) 
in OASI contributions, which became effective on January" 1, 1954. For 
the most part, the tax reductions in 1954 'were part of a program of tax 
reform and -^v'ere not vie'^ved primarily as fiscal policy measures aimed 
at countering the recession. Yet as a result of the tax cuts that became 
effective at the beginning of 1954, disposable personal income and per- 
sonal consumption expenditures turned up in the first quarter, while per- 
sonal income and GNP 'were still declining. It is generally agreed that 
the recession ended in August. Tax reduction, together vdth an easy" 
monetary policy* which made a plentiful supply of funds available to 
finance a strong expansion of housing and automobile demand, helped 
to shorten the recession and to in'vigorate the ensuing expansion which 
brought unemployment do'^vn to 4.2 percent of the labor force by the 
third quarter of 1955. 

As a result of the expansion, by the first quatrer of 1955 total Federal 
tax liabilities, as sho'vvn in the national income accounts, had risen sig- 
nificantly above the level that perv-ailed in the fourth quarter of 1953 
before the tax cuts were put into effect. 

While the tax cuts of 1954 helped considerably in rescuing the econ- 
omy from the recession, it should be recognized that had they gone into 
effect earlier, the recession of 1953—54 might have been completely 
avoided. Government expenditures (principally defense spending) were 
cut by nearly 511 billion between mid-1953 and mid-1954. The tax cuts 
took effect 6 months after expenditures began to fall. As it 'was, fiscal 
policy, taken as a whole, tvas contractionary* in this period and tvas a 
major cause of the recession. The Federal deficit as shown in the national 
income and product accounts w*as §7.0 billion (seasonally adjusted annual 
rate) in the second quarter of 1953 w*hen the recession began. By the 
fourth quarter the operation of the automatic stabilizers associated wdth 
the decline in economic acd'vity had increased the deficit to §11.8 billion 
despite significant cuts in expenditures. The deficit dropped to §10.6 
billion in the first quarter of 1954, and as a result of sharp cuts in ex- 
penditures, to §5.4 biUion in the second quarter despite the tax reduc- 
tions that w"ent into effect in the first half of 1954. 

Private scholars w*ho have studied the period have estimated that if the 
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period the contractionary policy coincided vnth and intensified 
the monetary collapse, and in the second choked off the 1937 
recoveiy', 

(3) State and local government budgets v:ere then much larger than 
the Federal budget, and they tvere changed in a highly restrictive 
manner, shifting from a deficit in 1929 to surpluses after 1934. 

(4) Unemplo)ment melted av/ay veiy' rapidly when military needs 
began in 1941 to lead to large budget deficits. Of course, as these 
expenditures and deficits grew during the war, they not only re- 
stored full employment but became a serious inflationary danger. 
But this svartime overdose of expansionary' fiscal medicine should 
not obscure the fact that more moderate dosages in the early 
stages quickly solved an unemployment problem which had 
seemed insoluble for 10 years. This v/as not because the expendi- 
tures happened to be military in nature — any expenditures, pri- 
vate or public, on the same scale would have expanded demand 
and put men back to work. 

SOME CO.NCTX'SIOXS FROM PAST EXPERIENCE 

Several conclusions emerge from the preceding review. 

The automatic stabilization which our present fiscal system provides 
is a pow'erful weapon to damp cyclical movements of output and em- 
ployment. It is one of the factors that has kept the U.S. economy free 
from major depressions in the postwar period. 

The postwar record shows that deliberate tax cuts can have a counter- 
cyclical impact, encouraging recovery by stimulating private demand. 
TTie experience reviei'.'ed above shov/s hovz in two cases tax reduction 
contributed in this manner to recovery from recession. The fact that 
these tax changes came at times when they helped to check recession and 
encourage recoi'cry was, ho^vever, largely accidental. 

The 1918 tax reduction was intended as a permanent one, reflecting 
the postwar decline of military expenditures. The 1954 tax cuts were 
also intended as a permanent adjustment to the sharp reductions in gov- 
ernment expenditures at the end of the Korean emergency. But a reces- 
sion will not always coincide vrith the need for permanent tax reduction. 
The temporary fluctuations in private demand that are commonly respon- 
sible for cyclical movements in business activity thus may call for tempo- 
rary' adjustments in fiscal policy that can be reversed as the need for them 
recedes. 

Last year the President proposed rivo measures for greater fiscal flexi- 
bility to meet recessions. These were (a) a proposal that the Congress 
grant to the President limited authority to initiate temporary reductions 
in personal income tax rates, subjert to Congressional approval; and 
(b) a proposal that the Congress give the President stand-by authority to 
accelerate and initiate appropriately timed public capital improvements 
in times of serious unemployment. In his Economic Report the President 
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has reaffirmed his suppon o£ tlie principle imderhing these two proposals. 

A ’weak prirate economy can generate ver)' large deficits ^vithout re- 
cei^ing a positively stimulating effect from those deficits. The large pas- 
sim deficits of the 1930's pro\'ide examples. More recent examples appear 
in the experience of the past 5 years. Although the administrative budgets 
presented for the fiscal years 1958—63 foresats" a surplus in everj’ vear, 
averaging §1.4 billion^ the actual outcome has been a deficit in all but 
one of these years, averaging $5.5 billion. . . . The discrepancy between 
tlie Administration's proposed budget and the actual fiscal outcome is, 
of course, accounted for by two factors: variance benveen actual and 
anticipated GXP, and Congressional action modify both expenditures 
and taxes. But the major factor explaining these discrepancies tNns the 
failure of the economy to attain the GXP that had been anticipated. 

Passive deficits are largest 'vs’hen the economy experiences recession. A 
recession ^vhich would reduce the expected GXP gains in fiscal year 1964 
by even §15 billion belo'^r '^\'hat they irould olhertvTse be ivould add 
almost §5 billion to the deficit. 

The experience of the last few years should make it dear that merely 
to incur defidts is not an appropriate objective of policy. For it is not the 
defidts as such that prodde stimiilus. Only reductions in tax rates or 
increases in expenditures have an actively stimulating role. The passive 
defidts tchich are the product of recession or slack, hoivever, have a 
^nluable aishioning fimcuon. Xevertheless, it is an appropriate objective 
of policy to eliminate the defidts that are the product of a recession or 
a sluggish economy — ^because of the human and economic wastQ that is 
imolved in recessions and slack. The proper objectives of policy' are full 
emplo}Tnent and gro^vTh, and recessions and slack are the opposites of 
these. 

It is dear that the defidt which a slack economy or recession produces 
cannot realisticallv be eliminated bv raisin? tax rates or bv redudn? gov- 
emmenc expenditures. Its source is not excessive spending or tax rates 
that are too low. The attempt to eliminate a defidt by these means vrould 
be largelv self-defeating. Sudi a policy would be disastrous for employ- 
ment, incomes, profits: the defidt is'ould remain: and the role of the 
dollar as an international currency would be undermined. 

Expenditures that are ts-asteful or represent improper fields for gov- 
emment action, (something ivhich onlv the public, acting through elected 
representatives, can determine) should surely be eliminated. But unless 
taxes '^vere simultaneously reduced by more than expenditures decline, 
the effect would be contractionary on the economy. The beneSdal effect 
on incenti\‘es through lower tax rates might be more than offset by a net 
loss in demand. A cnt in expenditures reduces market demand directly 
bv the full amount of the cut. while an equal reduction in taxes expands 
market demand by a smaller aaiormt, because a part of the reduction 'vs'ill 
be added to personal and business saving. 

Beficiis that result from recession or slack can be eliminated only by 
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restoring and maintaining a vigorous, rapidly grooving economy. If the 
tax system imposes an excessive drag on the economy — through its effects 
on purchasing power and on incentives — tax rates may be too high rela- 
tive to expenditures, even though the budget is in deficit. Thus, tax 
revision, involving both reduction and reform, cannot only provide 
stimulus for growth and prosperity, but can even, as a result, balance the 
budget or produce surpluses. Recession and slack generate deficits; pros- 
perity and growth balance budgets. 

The reciprocal relationships among surpluses and deficits in the Fed- 
eral budget and the strength of the private economy can be clarified by 
examining the counterparts of the Federal budget for the other sectors 
of the economy. . . . 

There are few subjects in economics about which there are as many 
differences of opinion betiveen professional economists and laymen 
• as the subject of public debt and its management, both of which are 
; closely related to fiscal policy. The Council’s 1963 Report examined 
j the Federal debt, discussed the extent of its impact, and reviewed its 
expansionary and retarding potentials (pp, 81-83). 

EEDERAL DEBT AND NATIONAL WEALTH 

Our national wealth consists of real objects which yield direct services 
to us (such as the family automobile) or enable us to produce more or 
better goods and services (the machines in a factory). It also includes the 
amount by which Americans’ claims on foreigners exceed foreigners’ 
claims against Americans, 

The measured national ivealth, together with the skills and efforts of 
our labor force, constitutes the productive capacity of the American econ- 
omy, the source of each year’s output. In turn, the portion of annual 
output devoted to net investment equals the yearly addition to our na- 
tional wealth — in the form of productive equipment, plants, houses, 
schools, post offices, and so on. The national wealth grows rapidly in pros- 
perous years when investment is high and slowly in years of recession and 
slack. Thus, Table 12 shows that during the depressed 1930’s national 
wealth actually declined; during both the prosperous 1920’s and 1950’s 
it increased substantially. 

If our pubKc debt were owned by foreigners, it would be a deduction 
from our national wealth and would place a direct burden on our econ- 
omy by requiring us to export part of our total output to cover interest 
and amortization. But our public debt is nearly 95 percent internally 
held. Public debt held by Americans neither directly increases nor directly 
reduces national wealth. Also, it is not directly related to the asset hold- 
ings of the Government — although it may be noted that a recent report 
of the House Government Operations Committee estimates that the total 
wealth, including military assets, owned by the U.S. Government, exceeds 
its debt. 
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Table 32. — ChiliaTi naiionaJ iveaUh, selected years, J900-IP3S 
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The tax program that is being proposed for enactment this year ^vill 
bring about an increase in investment, both by raising demand and 
reducing excess capacity and by increasing incentives and the availability 
of funds. Thus, it 'ivill increase the accumulation of real capital and add 
to our national ^s-ealth. 

Under other circumstances, of course, a fiscal poliq^ '^vhich involved 
an increase in the ptiblic debt might operate to reduce real investment 
and retard the gro^vth of national ^vealth. For example, '\vhen employ- 
ment is high and demand is pressing against capacity, deficit financing 
of public noninvestment expenditures may contribute to inflation or 
raise interest rates and thereby depress pri\'ate capital formation. Changes 
in national debt, therefore, bear no simple relation to changes in national 
'^s'ealth. An increase in national debt may indnrecdy spin* the grotrth of 
^\*ealth imder some conditions and stifle it under other conditions. 

THE BURDEX OF THE PUBLIG DEBT 

An imderstanding of the relation bet'^veen national debt and national 
' 5 ^'ealth helps to place the problem of debt burden in further perspective. 
In \vhat respects can it be said that public debt imposes a btuden on 
either present or future generations? 

1. As indicated abo\‘e, the kind of fiscal policies ^ve foUo'^v can either 
increase or decrease the Ihang standards of future generations by 
affecting the stock of ^vealth bequeath to them. But, clearly, 
the tax program being proposed for enactment in 196S, ^vhich 
encourages both high emplo^Tnent and high capital formation for 
economic gro^rth, wU benefit future generations as %\’ell as our 
O'vvTi. It inll do so even though it results in some increase in the 
public debt. 
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2. At full employment, an increase in interest payments on the 
pubhcly' held Federal debt isdll ordinarily require higher personal 
income and corporate profits taxes than -svould otheri\dse be 
necessary' in order to prevent inflation. The resulting transfer 
from taxpayers to interest recipients does not constitute a direct 
draft on the real resources available to the American people as 
a ivhole, but it may impose a burden of a more subtle kind. By 
dampening incentives, the higher tax rates may reduce total out- 
put. How serious such a burden isdll be depends on the level of 
tax rates that is needed. In recent years, interest payments to the 
public by the Federal Government have amounted to less than 2 
percent of the national income, as shoim on Table 13. Moreover, 
the ratio of interest payments to national income has declined, 
and it is this ratio that matters in setting the required level of 
tax rates. Given the magnitudes of debt change involved in a 
fiscal policy for high employment, and relating them to the ex- 
pected growth of our economy, it is likely that the debt burden 
null continue to decline. 

3. A further potential disadvantage of debt service may result from 
its effects on income distribution. If all the debt were held by one 
group of investors -svliile taxes ■were paid by a quite different 
group, undesirable distributional consequences might result. This, 
ho'svever, is not the case in the United States iv'here debt-holding 
is fairly -^videly dispersed and our tax structure partially offsets the 
distributional effects of interest transfers. 

Today’s economic problem is slack, not inflation. Thus, under the 
present circumstances there is no reason to fear such increases in the 
public debt as tax reduction may entail. The ratio of interest payments 
on the debt to national income is small and is likely to fall, not rise. Nor 
is there any danger that the increase in the Federal debt -will be a burden 
on future generations. Tax reduction will increase investment, and hence 
the wealth we -will bequeath, not decrease it. The danger is the opposite 
one. By failing to take expansionary fiscal action, we -will keep both con- 
sumption and investment depressed, thus hurting not only ourselves, but 
future generations as well. . . . 


Although fiscal policy includes both the expenditure and taxation 
sides of the budget, in recent years greater emphasis has been given 
to tax policies, especially in stimulating the rapid gro-vvth of the econ- 
omy in 1964-1966. The idea of tax reduction as a stimulant for growth 
began to appear in the Reports of the late 1950’s. But it was not until 
1964 tliat a complete program of tax reduction was enacted. The Re- 
ports do differ, hotveyer, in their emphasis on the timing of tax actions 
and the types of reforms to be instituted. 
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The Case for Tax Reduction, Preside7it Kennedy's 
Economic Report of 1963 

The 1963 Report presented a detailed case for tax reduction and 
elaborated on the economic considerations involved in a ^vide-scale 
program of tax reform. A substantial portion of tlie Report was devoted 
to the economics of taxation as such (pp. xiii-xx). 

TAX REDUCTION AND REFORM IN 1963 

We approach the issue of tax revision, not in an atmosphere of haste 
and panic brought on by recession or depression, but in a period of com- 
parative calm. Yet if ^\^e are to restore the healthy glo^v’ of d)Tiamic pros- 
perity to tlie U.S, economy and avoid a lengthening of tlie 5-yeai' period 
of unrealized promise, we have no time to lose. Early action on the tax 
progi'am . . . will be our best investment in a prosperous future and 
our best insurance against recession. 

The Responsible Citizen and Tax Reduction 

In this situation, tlie citizen serves his country’s interest by supporting 
income tax reductions. For through the normal process of the market 
economy, tax reduction can be tlie constructive instrument for har- 
monizing public and private interests: 

— The taxpayer as consumer, pursuing his own best interest and that 
of his family, can turn his tax savings into a higher standard of 
Ihdng, and simultaneously into stronger markets for the producer. 

— The taxpayer as producer — businessman or fanner — ^responding 
to the profit opportunities he finds in fuller markets and lower 
tax rates, can simultaneously create new jobs for ivorkers and 
larger markets for the products of otlier factories, farms, and 
mines. 

Tax reduction thus sets off a process diat can bring gains for everyone, 
gains won by marshalling resources that would other^rise stand idle — 
workers witliout jobs and farm and factory capacity mthout markets. Yet 
many taxpayers seem prepared to deny the nation the fruits of tax reduc- 
tion because tliey question tlie financial soundness of reducing taxes 
when the Federal budget is already in deficit. Let me make clear why, in 
today’s economy, fiscal prudence and responsibility call for tax reduction 
even if it temporarily enlarges the Federal deficit — ^^vhy reducing taxes is 
tlie best way open to us to increase revenues. 

Our dioice is not the oversimplified one sometimes posed, between tax 
reduction and a deficit on one hand and a budget easily balanced by 
prudent management on tlie other. If tlie projected 1964 Federal cash 
deficit of §10.3 billion did not allow for a §2.7 billion loss in receipts 
owing to the new tax program, the projected deficit ^vould be §7.6 billion. 
We have been sliding into one deficit after anotlier tlirough repeated 
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recessions and persistent slack in our economy. A planned cash surplus 
of §0.6 billion for the fiscal year 1959 became a record cash deficit of $13.1 
billion, largely as the result of economic recession. A planned cash surplus 
of $1.8 billion for the current fiscal year is turning into a cash deficit of 
$8.3 billion, largely as the result of economic slack. If we were to slide 
into recession through failure to act on taxes, the cash deficit for next 
year would be larger without the tax reduction than the estimated deficit 
with tax reduction. Indeed, a new recession could break all peace-time 
deficit records. And if we were to try to force budget balance by drastic 
cuts in expenditures — necessarily at the expense of defense and other 
vital programs — ^we would not only endanger the security of the country, 
we would so depress demand, production, and employment that tax 
revenues would fall and leave the government budget still in deficit. The 
attempt would thus be self-defeating. 

So until we restore full prosperity and the budget-balancing revenues 
it generates, our practical choice is not between deficit and surplus but 
between two kinds of deficits: between deficits born of waste and weak- 
ness and deficits incurred as we build our future strength. If an individual 
spends frivolously beyond his means today and borrows beyond his pros- 
pects for earning tomorrow, this is a sign of weakness. But if he borrows 
prudently to invest in a machine that boosts his business profits, or to pay 
for education and training that boost his earning power, this can be a 
source of strength, a deficit through which he builds a better future for 
himself and his family, a deficit justified by his increased potential. 

As long as we have large numbers of workers without jobs, and pro- 
ducers without markets, we will as a Nation fall into repeated deficits of 
inertia and weakness. But, by comparison, if we enlarge the deficit tempo- 
rarily as the by-product of our positive tax policy to expand our economy 
this will serve as a source of strength, not a sign of weakness. It will yield 
rich private dividends in higher output, faster growth, more jobs, higher 
profits and incomes; and, by the same token, a large public gain in ex- 
panded budget revenues. As the economy returns to full employment, 
the budget will return to constructive balance. 

This would not be true, of course, if we were currently straining the 
limits of our productive capacity, when the dollars released by tax reduc- 
tion would push against unyielding bottlenecks in industrial plant and 
skilled manpower. Then, tax reduction would be an open invitation to 
inflation, to a renewed price-wage spiral, and would threaten our hard- 
won balance of payments improvement. Today, however, we not only 
have unused manpower and idle plant capacity; new additions to the 
labor force and to plant capacity are constantly enlarging our productive 
potential. We have an economy fully able and ready to respond to the 
stimulus of tax reduction. 

Our need today, then, is 

— to provide markets to bring back into production underutilized 
plant and equipment; 
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— to proWde incentives to invest, in the form both of wder markets 
and larger profits — investment that '^sdll expand and mo demire, 
innomte, cut costs; 

— ^most important, by means of stronger markets and enlarged invest- 
ment, to pro^Tde jobs for the unemplojed and for the new 
workers streaming into the labor force during the sixties — and, 
closing the drde, the new jobholders generate sdll larger 
markets and further investment 

It ^ms in direct response to these needs that I pledged last summer to 
submit proposals for a top-to-bottom reduction in personal and corporate 
income taxes in 1963 — for reducing the tax burden on pri^*ate income 
and the tax deterrents to prirate inidauve that have for too long held 
economic activity in check. Only when ^ce have removed the h^?c\y drag 
om fiscal sj’stem no^s* exerts on personal and business purchasing power 
and on the financial incentives for greater risk-taking and personal effort 
can we expect to restore the high le^’els of empIojTuent and high rate of 
gro'^\Th that \ce took for granted in the first decade after the isnr. 

Taxes and Co7isuTner Demand 

In order to enlarge markets for consumer goods and ser\Tces and trans- 
late these into new jobs, fuller work schedules, higher profits, and rising 
farm incomes, I am proposing a major reduction in indi^rdual income 
tax rates. Rates should be cut in three stages, from their present range 
of 20 to 91 percent to the more reasonable range of 14 to 65 percent In 
the first stage, beginning July 1, these rate reductions ^nll ait indi^Tdual 
liabilities at an annual rate of $6 billion. Most of this would translate 
immediately into greater take-home pay through a reduction in the basic 
wthholding rate. Fiuther rate reductions would apply to 1964 and 1965 
incomes, uTth resulting revenue losses to be partially offset by tax reforms, 
thus applpng a substantial additional boost to consumer markets. 

These reasions 'iv’ould direedy increase the annual rate of disposable 
after-tax incomes of American households by about §6 billion in the 
second half of 1963, and some 5S billion when the program is in full 
effect, 'vtith account taken of both tax reductions and tax reform. Tax- 
payers in all brackets As^ould benefit, wtih those in the louver brackets 
getting the largest proportional reductions, 

American households as a ^vhole regularly spend bet'^veen 92 and 94 
percent of the total after-tax (disposable) incomes they receive. And they 
generally hold to this range even '^vhen income rises and falls: so it foliate’s 
that they generally spend about the same percentage of dollars of income 
added or subtracted. If we cut about SS billion from the consumer tax 
load, Av^e can reasonably expect a direct addition to consumer goods mar- 
kets of Avell over $7 biUion. 

A reduction of corporate taxes Avould proA*ide a further increment to 
the fioAV of household incomes as di\*idends are enlarged; and this, too, 
A\ould directly sw’ell the consumer spending stream. 
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The direct effects, large as they are, -vrauld be only the beginning. Ris- 
ing output and employment to meet the net'.* demands for consumer 
goods t'.'ill generate net'/ income — ^".'-'ages, salaries, and profits. Spending 
from this extra income flcn-,' would create more jobs, more production, 
and more incomes. The ultimate increases in the continuing flow of in- 
comes, production, and consumption v/ill greatly exceed the initial 
amount of tax reduction. 

Even if the tax program had no influence on investment spending — 
either direaly or indirectly — the $8-9 billion added directly to the flovr 
of consumer income vrould call forth a flovr of at least §16 billion of added 
consumer goods and services. 

But the program v/iU also generate direct and indirect increases in 
investment spending. The production of nev-' machines, and the building 
of new faaories, stores, offices, and apartments add to incomes in the same 
vray as does production of consumer goods. This too sets off a derived 
chain reaction of consumer spending, adding at least another $1 billion 
of output of consumer goods for ever)’ §1 billion of added investment, 

Tay.es and. Investment 

To raise the Nation’s capacity to produce — to expand the quantity, 
quality, and variety of our output — v/e must not merely replace but con- 
tinually expand, improve, modernize, and rebuild our productive capital. 
That is, v/e must invest, and we must grovr. 

The past half decade of unemployment and excess capacity has led to 
inadequate business investment- In 1952, the rate of investment vras al- 
most unchanged from 1957 though gross national product had risen by 
almost 16 percent, after allovrance for price changes. Clearly it is essential 
to our employment and grovrth objectives as well as to our international 
competitive stance that tve stimulate more rapid expansion and modern- 
ization of America’s productive facilities. 

As a first step, vre have already provided important new* tax incentives 
for productive investment. Last year the Congress enacted a 7-percent tax 
credit for business expenditures on major kinds of equipment. And the 
Treasury', at my direction, revised its depreciation rules to reflect toda/s 
conditions. Together, these measures are sav'ing business aver S2 biUion 
a v-ear in taxes and sig-nificantiy increasing the net rate of return on cap 
ital investments. 

The second step in my program to lift investment incentives is to 
reduce the corporate tax rate from 52 percent to 47 percent, thus restoring 
the pre-Korean rate. Particularly to aid small businesses, I am recom- 
mending that effective Januaiy 1, 1963, the rate on the first §25,000 of 
corporate income be dropped from 30 to 22 percent while the 52 percent 
rate on corporate income ovc-r §25,000 is retained. In later stages, the 52 
percent rate v/ould drop to 47 percent These changes will cut corporate 
liabilities by over §2.5 bilh'on before strurtural changes. 

The resulting increase in profitability will encottrage risk-taking and 
enlarge the fiovr of internal funds which typically finance a major share 
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of corporate inveiJtmeiiL In recent periods, business as a ichole has not 
been stan'ed for financial accommodation. But global totals mask the 
fact that thousands of small or rapidly groAdng businesses are handi- 
capped by shortage of investible funds. As the total impact of the tax 
prognim takes hold and generates pressures on existing capadt)’, more 
and more companies rdll find the lower taxes a welcome somce of finance 
for plant expansion. 

The third ^tep tot^rnTd higher levels of capital spending is a combina- 
tion of smictural changes to remove barriers to the full of invest- 
ment funds, to sharpen the incentives for creative investment, and to 
remove tax-induced distortions in resource flow. Rednaion of the top 
individual income tax rate from 91 to 65 percent is a central part of this 
balanced program. 

Fourth, apart from d:reci measures to encourage investment, the tax 
program wll go to tlie heart of the main deterrent to investment today, 
namely, inadequate markers. Once the sovereign incentive of high and 
rising sales is restored, and the businessman is condneed that today's 
new plant and equipment rvill find profitable use tomorro'^v', the effects 
of the directly stimulative measures will be doubled and redoubled. Thus 
— and it is no contradiccion — the most important single thing '^ve can 
do to stimulate investment in today's economy is to raise consumption by 
major reduction of indiddual income tax rates. 

Fifth, sdde-by^de rvith tax measmes, I am confident tliat the Federal 
Reserv'e and the Treasury* ^dll continue to maintain, consistent vith 
their responsibilities for the external defense of the dollar, monetarj^ and 
credit conditions favorable to the flotc of sadngs into long-term invest- 
ment in the producti^*e strength of the coimtn^ 

Given a series of large and timely tax reductions and reforms, as I ha\*e 
proposed. Av'e can surely acliieve the balanced expansion of consumption 
and imTstment so urgently needed to o^‘ercome a half decade of slack 
and to capitalize on the great and gro'tdng economic opportimiries of the 
decade ahead. 

The impact of my tax proposals on the budget deficit will be aishioned 
by the scheduling of reductions in several stages rather than a single large 
cut; the careful pruning of ciAilian expenditures for fiscal 1954 — those 
other than for defense, space, and debt service — to levels below fiscal 
195S: the adoption of a more current time schedule for tax pa}ments of 
large corporations, which will at the outset add about $1}^ billion a year 
to budget receipts: the net offset of $5^2 billion of revenue loss by selected 
structural clianges in the income tax; most po^v’erfully, in time, by the 
accelerated grorvth of taxable income and tax receipts as the economy 
expands in response to the stimulus of the tax program. 

Inipact on the Debt 

Given the deficit now in prospect, action to raise the existing legal 
limit on the public debt vail be required. 

The abilitv* of the Nation to service the Federal debt rests on the in- 
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come of its dtizens whose taxes must p2-7 the interesL Total Federal 
interest payments as a fraction of the national income have fallen, from 
2.S percent in 1946 to 2.1 percent last year. The gross debt itself as a 
proportion of our GiS^'P has also falleii steadily — from I2S percent in 
1946 to 55 percent last year. Under the budgetary changes scheduled this 
year and next, these ratios ^vill continue their decline- 

It is also of interest to compare the rise in Federal debt mth the rise 
in other forms of debt. Since the end of 1946, the Federal debt held by 
the public has risen by S12 billion; net State-local debt, by S58 billion; 
net corporate debt, by §237 billion; and net total private debt, by' §518 
billion. 

Qearly, we would prefer smaller debts than we have today'. But this 
does not settle the issue. The central requirement is that debt be incurred 
only* for constructive purposes and at times and in ways that serve to 
the. position of the dshtov. irt the case of the Federal Govern^ 
ment, where the Nation is the debtor, the key test is whether the increase 
serves to strengthen or weaken our economy. In terms of jobs and output 
generated tvdthout threat to price stability — and in terms of the resulting 
higher revenue — the debt increases foreseen under my' tax program dearly 
pass this test. 

Monetary’ and defat management policies can accommodate our debt 
increase in 1963 — as they’ did in 1961 and 1962 — ^without inflationary 
strain or restriction of private credit availability. 

Impact on Prices and the Balance of Payments 

The Admim’stration tax program for 1963 can strengthen our economy 
within a continuing framework of price stability and an extension of our 
hard-vv’on gains in the U.S. balance of payments position. 

Rising prices from the end of the vv^ until 195S led the American 
people to expect an almost irreversible upwnrd trend of prices. But now 
prices have been essentially stable for 5 years. This has broken the infla- 
tionary psy’chology and eased the task of assuring continued stability. 

We are determined to maintain this stability' and to avoid the risk of 
either an inflationary excess of demand in our markets or a renewed 
price-wage spiral. Given the excess capacities of our economy' today, and 
its large latent reserves of productive power, my program of fiscal stim- 
ulus need raise no such fears. The new discipline of intensified com- 
petition in domestic and international markets, the abundant world 
supplies of primary products, and increased public vigilance all lend 
confidence that wage-price problems can be resolved satisfactorily even 
as vv’e approach our full-employment target. 

Indeed, in many’ respects the tax program wall contribute to continued 
price stability. Tax reduction and reform wall increase productivity and 
tend to cut unit labor costs by stimulating cost-cutting inv’estment and 
technological advamce, and reducing distortions in resource allocation. 
As long as wage rate increases stay' within the bounds of productivity 
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increases., as long as the push for higher proSt maigins chrongh hisher 
prices is restrained^ — as long as 'vv^age and price changes rehect the “gtiides 
posts* that were sst out a ^'ear ago and are reafnixned in the accompanNang 
Report of tiie Council of Economic Ad\isers — the outlook for stable 
prices is excellent 

Place stability has extra importance today because of our need to 
eliminate the contimiing deficit in the international balance of payments. 
During the past 2 years we have cut the over-ail deSdu from nearly §4 
biUion in IPSO to about billion in 1932. But vre cannot relax our 
efforts to reduce the payments deficit still further. One important force 
'VN'orking strongly in our fat-or is our excellent record of price stability. 
Since 1959. tviiile U.S. tcholesale prices have been unchanged, those in 
even* major compedng country (except Canada) ha^-e risen appreciably. 
Our ability to compete in foreign markets — and in our ovra — has accord- 
ingly improved. 

'We shall continue to reduce the o^'e^sea 5 burden of our essential de- 
fense and economic a^sdstance programs, wtithout weakening their effec- 
tit'eness — both by reducing the foreign exchamge costs of these programs 
and by urging other incustriai nations to assume a fairer share of the 
burden of free v.'orld defense and development assistance. 

But the area in which our greatest effort must now be concentrated 
is one in which Go^'ernment can prodde only leadership and opportu- 
nit}^ primte business must produce the results. Our commercial trade 
surplus — ^the excess of our exports of goods and services o^'e^ imports — 
must rise substantiailv to assure that 'will reach balance of payments 
eqtiilibrium within a reasonable period. 

Under our new* Trade Expantion Act, are prepared to make the 
best bargains for American business that ha^'e been possible in many 
years. 'We intend to use the autlioritj'’ of that act to niaxiinuni ad'vantage 
to tiie end that our agricuititral and industrial products have more liberal 
access to other markets — ^partiailarly those of the European Economic 
Community. 

'^Vith impro\'ed Export-Import Bank facilities and the new Foreign 
Cresiit Instirance Association, our exporters novr have export financing 
comparable to that of our mafor competitors. As an important part of 
our program to increase exports, I ha'v'e proposed a sharp set-up in the 
export exprmsion program of the Department of Commerce, Funds ha'v'e 
been xecoramended both to strengthen our overseas marketing programs 
and to increase the Department's efforts in the promotion of an expanded 
interest in export opportunities among American firms. 

In the meantime, tee ha\*e made and will continue to make important 
progress in increasing: the reristance of the intemationaJ monetary system 
to specuIati^'e attack. The strength and the stabiKty of the payments 
syt?tem ha^'e been consoliciated (during die pas: jear through international 
cooperation. That cooperation successfuliy me: rigorous tests in 1952 — 
when a major devtiine occurred in the stock markets o£ the world; when 
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o! nearly 59 billion ^voiiid result in a direct increase of more than $S 
billion in consnmption. Snbsecjizent rounds of spendins^ amd re 5 T>endin^ 
would acici anotner $10 bilHon to consumption — producinc n tax cut 
multiplier or about trco. Xrius» tnroug‘ 2 i mcreased consumption alone, 
GXP 'Vv'otila ultimately be raised by more tiian $iS billion above what 
it would ha%‘e been in the absence of the rax can 

The e\ndence to dare indicates that this expectation is being borne 
out. After rising to 7.9 percent in the second quarter of 1954, the ratio 
of personal saving to disposable income had fallen back to a reiativeiv 
normal ^.1 percent in the third cuarcer. suggestintt that the gains of 
disposable income resulting from tax reduction 'svere already being largely 
spent for the purchase of consumer goods and sex^dces. itimp in the 
sa\ing rate in the fourth quarter appears to be attributable to delayed 
deli\'eries of aaitomcbxles as a result of strikes.) The tax cut directiv 
added billion to disposable income in 1954. and the addidon teas 
running nt an anntjal rare of $91^ billion bv the end of the vear. The 
Council estimates that the total increase in consumer spending alone 
resulting from the tax cat s impact ivas $9 billion in 1954. and had 
reached an annual rate of SIS billion by the end of the }’ear. Subsequent 
rounds of sp^cin^ and respending isdli bring the full impact on con- 
sumption in 19?5 and beyond. 

From 1955 to 1954. GXP grew 4.5 percent after adjustment for price 
changes. The above calcinations suggest that, in the absence of the tax 
cut. the growth irotild ha\'e been only 5.0 p-erceixt, e\‘en if it is assumed 
that TOthout the rax cat all expenditures other than consumpdon would 
hat'e been just what they in fact 'i\'ere. 

These figures. ho'v\'e\'er, iinderesdmate the full beneSdai enects of the 
cat. Tax policies were also prominent among the factors that helped to 
generate a S5.0 billion ad\'ance (enrent prices! in business fixed invest- 
ment bett\'een the fourth quarters of 1955 and 1954. The depredation 
reform and the investment credit of 1952 condnued to prodde added 
strength to canital snendinc The Revenue Act of 1954 reduced the basic 
rates ot corporadon taxes aitcL by increasirtg coasiiiaer demand, ga^■e 
btisinessmen added asstirance of rasrained expandon and expanded mar- 
kets, This assurance ■v'.'as a sdmnlating factor, even before tax cats added 
to sales or cash do-sv. As the tax rat raised cash Eo-svs and operatin- rates 
during: me year, btndness investment plans tvere re\'ised up-.vard. 

Since the fall eSects on bnsiness investment of greater sales, improved 
proSts, and larger cash, nov.* are accomplished only after a snbstantial lag. 
and since part of the tax rat becomes eftecdi-e in iP?5. much of the rise 
in investment snmnlated by the iP54 tax rat is still ahead of ns. This 
extra in\-estment vil! have mnltiplied effects on total prodnedon through 
the route of expanded incomes and larger consumer spending. . . . 

Federal policies ha\'e made a major and continuing contribttdon to die 
great achievements of the American economy during the past four ^oars. 
These policies vore not laid down in one master plan early in I9al and 
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tliis continuous balance between demand and capacity normally involves 
two basic requirements. First, since total productive capacity 
steadily over time, total demand also must grow. Second, since fluctua- 
tions in private demand occur independently of Federal policy, tliese 
fluctuations must be offset in order to avoid dips or surges that could 
toudi off recession or inflation. 

Since 1960, a tliird requirement has been added as tlie result of earlier 
failures to meet the first t^vo: the need to eliminate tlie large gap that 
developed in the late 1950’s between potential output and demand. 
Thus, in tlie last four years the main challenge to U.S. policj^ has been 
to stimulate a massive gro'vv’th in total demand, sufficient not merely to 
keep up but to catch up 'witli the gro^v^th of productive capacity. During 
the past four years, fiscal poliq’ has been dominated by tliis purpose. In 
addition to a gro^vTh of $21 billion in Federal expenditures (first quarter 
1961 to fourth quarter 1964), reductions in tax liabilities now in effect 
leave about §16 billion more a year in private hands tlian would be the 
case under 1960 tax rates. 

As pre^ious Annual Reports ha^^e slio^ra, the stimulus prorided by a 
giA’en budget cannot be measured by tlie realized surplus or deficit. Since 
tax rcA^enues and some expenditures automatically 'V’ary '^rith economic 
actirity, tlie realized surplus or deficit reflects the automatic effect of 
these variations, as is’ell as discretionary actions on the part of the Federal 
Government. To distinguish the tivo effects, revenues and expendi- 
tiures are calculated at a fixed level of economic actirity — usually the 
fuIl-emplo)’ment level. At any given time, the larger die surplus at full- 
emplo)Tnent, die more restrictive is fiscal policy; changes in the full- 
empIo}Taent surplus or deficit indicate ivhether fiscal policy has, on 
balance, moiled in an expansionarj* or a restrictive direcuon. This con- 
cept cannot measure perfectly the effect of a given biidgetar)" change 
because it does not reflect dianges in die composition of the budget. 
Moreover, a rise in the level of die budget may have a stimulating effect 
even with no change in the fuIl-emplo)inent surplus. But the full- 
emplo)Taent surplus is the best simple measure available and is a useful 
tool of analysis. 

For die calendar year 1960, die Federal budget, on a national income 
and product account basis, shoired an actual surplus of $3.5 billion, but 
die full-employment surplus i\ 7 is about §13 billion (Chart 9). Given the 
extent of the unutilized human and material resomces, diis surplus 
obriously needed to be reduced. 

During 1961 a shai'p increase in expenditures had an expansionar)' 
impact on the economy. As this increase was in excess of built-in gains 
in revenue at full emplojinent, a first step '^vas taken toivard reducing 
the full-eniplo)'ment surplus. After die initial increase, die gi'owdi of 
expenditures continued at a substandaJ diough sloiring pace through the 
folloiring tiro years. From the first quarter of 1961 to the fourth quarter 
of 1963, total Federal expenditures, which include transfer pa)TOents, 
subsidies, interest, and grants-in-aid, as irell as purcliases of goods and 
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services, increased by $17 billion, or roughly 17 percent These expendi- 
tures, undertahen primarily to strengthen defense and space programs 
but also to pro-vdde for unmet d\ilian needs, directly raised the level of 
aggregate demand and tvere highly stimulating to the rest of the economy. 

The stimulus of fiscal policy was not limited to the expenditure side 
of the budget Tw'O tax-reducing measures were adopted to prodde a 
needed long-run stimulus to lagging private investment. New depreda- 
tion guidelines were announced in July 1962, and an investment tax 
credit iv'as enacted by Congress in the Revenue Act of 1962. The net effect 
of these two measures was to increase by $2^ billion the annual cash flow 
to corporations and to increase appredably the after-tax rate of return 
on netv investment projects, thus prodding a needed long-range stimulus 
to investment. Through a combination of expenditure increases and tax 
reductions, the fuIl-emplo)ment surplus was reduced to about $6^ 
billion in 1962. . . . 

Fiscal Policy to Sustajx Expajs'sion 

Fiscal policy is the Federal Government’s most powerful instrument 
for influencing total demand. Changes in Federal purchases of goods and 
services can have an important effect on over-all economic activity. Simi- 
larly, variations in Federal taxes and transfer payments have major in- 
fluence on the flotv' of after-tax earnings to private spending units. 

As discussed in Chapter 1, the fuU-emplojment surplus is a useful 
measure of the over-all impact of the Federal budget on economic ac- 
tidty. Changes in this surplus indicate 1 ^^hether the Federal budget is 
becoming more or less expansionary. WTen aggregate demand needs a 
stimulus in order to achieve full employment, it is appropriate to reduce 
the full-employment surplus. When a restrictive influence is called for, 
the fuU-employment surplus should be raised. 

As our productive capacity grotrs through time, so do Federal tax 
revenues at full employment. Indeed, the percentage grotvth in Federal 
revenues tends to exceed slightly the gro•s^'th in potential GNP. Conse- 
quently, if Federal tax rates are unchanged and expenditures grow less 
rapidly than potential output, the full-employment surplus tends to rise, 
restricting the expansion of total demand. Wflien the economy is threat- 
ened rv-ith excessive demand, this restrictive influence is desirable. But 
it is not appropriate when the economy is %vell below full employment. 
The need for fiscal measures to prevent tmdesired increases in the fuU- 
employment surplus also prorides opportunities to pursue important 
national goals; by expanding or initiating ratal Federal programs, by 
assistance to State and local governments, or by further tax reductions 
or increases in transfer payments to indiriduals. 

Uses of expanding revenues 

hlany national needs rvill be met only if the Federal Government takes 
the lead- Wfliile increasing efficiency rvithin the Government rvill serr’e 
to hold dorm the grorvth of budget expenditures, it is to be expected that 
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Federal nonmilitar)' outlays ^nll increase in 1965 and the years beyond. 
Some of tliese outlays '^nll be public investments in physical capital and 
human resources. Gmuts are also likely to rise as tlie Federal Government 
assists State and local governments in strengthening public ser%*ices tliat 
are best pro’^dded at the local level. Transfer pa}Tnents idll increase, as 
a compassionate society strives to aid the needy and to pro^dde greater 
seanity for all its citizens. And a groinng and more prosperous popula- 
tion wll need and desire improved public services as part of a higher 
standard of Imng. 

Tax reduction also offers attractive benefits. It pro^ddes opportunities 
for raising Ihdng standards through private consumption. Furthermore, 
lower income tax rates can strengthen the incentives to undertake risks, 
to work, and to exercise initiative. Thus tax cuts can imdgorate markets 
and encourage the supply of new products and services through private 
enterprise. 

Choices and requirements of budget policy 

The allocation of our potential gro'Wth in re\'enues should reflect na- 
tional priorities. To die extent that a democradc sodety desires to make 
addidonal resources aimlable to meet pressing public needs and iv'ants, 
increased Government ouda)*s are called for. Alternatively, tax rate reduc- 
dons give prioriti^ to piirate uses of resources. The criteria for this choice 
are not primarily economic. But economic analysis dearly indicates that, 
imless excess demand threatens, the Nadon*s fiscal diiidend must be allo- 
cated betiveen increased ouda)*s and reduced taxes. Only in this ivay can 
fiscal poliq’ promote sustained prosperit}\ 

Fiscal policies for other objectives 

Fiscal polides to achieve and maintain full employment must be 
shaped to permit simultaneous progress toivard other economic objec- 
tives, induding more rapid groivTh of potential output and improved 
intemadonal balance. Fortunately, fiscal policy’ is a versadle kit of tools. 
Through changes in the structure of taxes and the composidon of public 
expendiuures, it can contribute to these other goals. 

The recent reduedons in corporate tax rates, the investment tax credit, 
and depredadon reform, by increasing both finandal resources and 
profitability, have stimulated investment and have contributed to the 
growth of potential output. The composidon of public expenditures this 
year '^dll put increased emphasis on education, which 'vdll improve the 
skills of the labor forc:e and rvall speed technological advance. Federal 
expenditures for resource development, transportation, and research 'vdll 
open up profitable new investment opportunities for private enterprise. 
Such fiscal steps to raise the rate of growth are particularly important in 
periods 'when down'wnrd adjustments of interest rates are limited. 

Similarly, finandal measiues directly affecting the international area, 
such as dianges in the tax treatment of foreign earnings enacted in 1962 
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and proposed measures to improve the tax treatment of foreign portfolio 
investment in the United States, can influence capital floiv^s and hence 
the balance of pa}Tnents. Finally, special taxes, such as the Interest Equal- 
ization Tax, can be appropriately used under some conditions. Such 
special taxes cannot be properly considered basic elements of long-run 
policy, since they qualify the freedom of international trade and capital 
movements. In particular drcumstances, hoiv’ever, they can be the least 
costly and least disruptive iv^y of dealing ivlth temporar}* pressures. 

Current fiscal program 

'With the economy currently beloiv full-employment levels, continued 
rapid expansion of output is called for in 1965. Federal budgetary’ policy 
has been designed ivdth this need in mind. Past fiscal measures loivering 
indi%ddual and corporate taxes 'vvill continue to strengthen the economy 
this year. The income tax cut idU reach its full effect on consumer de- 
mand and have added influence on investmenL In addition, new fiscal 
actions to sustain the expansion of the economy are set forth in the 
President's proposed budget 

In accordance irith the Revenue Act of 1964, tax rates on 196fi incomes 
vtU be lower than those last vear. Most of the tax cut's direct effect on 
disposable income, however, “was experienced beginning in March 1964 
when the withholding rate fell from IS percent to 14 percent This year, 
taxpayers irill benefit from tw'elve rather than ten months of low'er with- 
holding, but the ivithholding rate will be unchanged. Hence, the ^^second 
stage” of the personal income tax cut ivill pro\ide ver)’ little fresh stim- 
ulus. Indeed, wflen final settlements of 1964 taxes are made this spring, 
tax refunds i\ill be reduced by more than SI billion from last year’s level, 
because the withholding rate w'as low’ered in 1964. Nevertheless, the 
consumption-increasing effects of the original gain in disposable income 
have not as yet been fully realized. Expenditures out of the initial gain 
in income, in turn, lead to higher income in a continuing, but diminish- 
ing, chain. The time lags in this process are such that as much as one- 
fourth of the full annual consumption effect of the tax cut — or a gain 
of S5 billion — ^remains to be felt during 1965. 

Favorable repercussions on investment should also continue. With the 
stimulus of improved operating rates, higher before-tax profits, and loiver 
corporate taxes, business fixed investment rose strongly during 1964. Since 
even more substantial lags exist in investment spending, and since cor- 
porate profit tax rates are reduced by another 2 percentage points in 
1965, tax reductions are continuing to strengthen fixed capital out- 
lays. . . . 

Policies can respond to unanticipated developments as they emerge. 
But they ivould be faced by a dilemma if price-tvage pressures iv'ere to 
threaten our record of price stability tvhile the economy remained below 
full employment. Under such circumstances, restrictive measures might 
offer a weak antidote to inflation by making the environment less favor- 
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tax-transfer system automatically dratvs less purdiasing power out of 
the private sector. 

In postwar recessions, built-in stabilizers have tvorked primarily 
through changes in corporate profits, the corporate tax yield, and transfer 
payments. The 1960-61 recession can serve as an illusU-ation. During that 
recession, national income fell by S4.5 billion (annual rate), but personal 
income actually rose by $5.2 billion. Corporate profits bore the brunt of 
the decline, but reductions in corporation tax liabilities helped to main- 
tain dividends. Increased transfer payments, including a $1.4 billion 
(annual rate) rise in unemployment benefits, offset some losses in earnings. 

Strengthening tlie unemployment compensation system deserves high 
priority among possible steps to increase the automatic resistance of the 
economy to recessions. The most important reasons for improving the 
system arc to increase individual security and reduce the unnecessary 
human costs of unemployment. But a strengthened system would also 
sustain consumer purdiasing power more effectively, thereby reducing 
the amount of unemployment as well. 

At present, the unemployment insurance system exdudes about one- 
fifth of all workers: a particularly unfortunate omission is employees of 
small firms who are by no means immune to unemployment. Further- 
more, average benefits presently amount to only about 35 percent of 
average wages in covered employment; in 1939, the average benefit was 
more than 40 percent of average covered wages. Finally, with the present 
maximum duration of benefit payments, a particularly large number of 
recipients exhaust their benefits during a recession period before new 
employment opportunities develop. During 1961, about 2.4 million 
workers exhausted benefits despite the relatively rapid upturn in business 
activity from the 1960-61 recession. A series of Administration proposals 
for strengthening the unemployment compensation system is being sent 
to Congress tliis year. 

Disa'clionary Actions on Taxes and Expenditures 

Although automatic stabilizers do mudi to moderate recessions, they 
cannot be relied on either to prevent them or to turn the tide. Federal 
taxing and spending measures that reduce the full-employment surplus 
can, however, be effective in reversing recession. 

As the President has stated, . . ij recession were to threaten, a well- 
timed tax cut would be one of our most effective measures.” Therefore, 
he is asking Congress to consider how a temporar)' income tax reduction 
can be “well-timed” to combat recession. The President is suggesting 
that Congress itself evaluate its procedures and determine the best way 
to reinforce the Nation’s confidence that an anti-recession tax proposal 
tvould be considered and voted on promptly. 

Accelerated Government spending can also provide powerful assistance 
to the economy if recession should threaten. As noted in Chapter 1, rapid 
increases in Federal outlays were called for in 1961 to strcngtlicn national 
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seairit}*: these outla}^ also helped to spur recoven' from the recesdon. In 
the future, Vi’e aumot count on public expenditure requirements to 
de^-elop just at the time of recession. Xe^'ertheless, there are many con- 
tinuing public needs vrhidi provide opportunities for expanding Federal 
outlays ii aoditional fiscal stimulus becomes appropriate* Xhese 
opportuniti^ must be grasped promptly if they are to have maximum 
eSecdii^ess, Yet such increases in spending should not commit the Gov- 
ernment to a higher level of outlays than T.vould otheridse be desirable, 
once the economy recovered* 

Ad^ralce planning makes possible a careful selectioii of those expendi- 
ture programs '^\'hich could be most eSciently and most rapidly expanded 
in time of recession and contracted after recover}\ This vrould assure 
that agencies have workable anti-recession plans on hand* permitting 
speedier action by the Administration and Congress and impro^ung the 
eSciency of stepped-up expenditures. 

The anti-recession possibilities of a irfde range of Federal programs 
t\iil be re'iie';ved by the Adrainistradon this year. Certain maintenance, 
rehabilitation, and modernization actinides on Federal laciKdes, or on 
State and local facilides a^ssisted by Federal grants, provide opportunities 
to push iirads rapidly through already exisdng “pipelines." Unlike cer- 
tain tradidonal public ^^vorks* many of these acd^iides could be expanded 
readily, employing vrorkers vrithout previous similar job exp-erience and 
not reqtiiring commitment to a long-term program. Various training and 
community service programs might also be intensified appropriately, since 
the poverty-stricken and the unskilled are doubly disadvantaged in dmes 
of slack economic acdvio.’. 

BenefJs of tirr.cly cnuz-recessior, cctwr.s 

If acdon could be taken in dme* either temporary tax aits or the 
accelation of selected Go'^'emment programs — or the u;vo in combinadon 
— ^potendally have the speed and porver to repel recessions. The time 
patterns of the postivar z^cessions of 1955— aU 1937— 5 S, ana 1950-61 illus- 
trate the possible benefits of cmck acdon after a doimtum has been diag- 
nosed* In 1955, evidence of vreakening in the economy v.ns a'vnilable by 
June and the forces of recession vrere evident by September. Symptoms 
of the 195 S recession 'vvere clear by Xov em ber 195;: in 1950, the aoivn- 
tum in the economv vras wfidely recognized by September. A tax reauc- 
don. enacted vdtlirn the first cuarter after recession became apparent, 
vrould have provided a substandal lift to consumer spending in the fol- 
loi^mg quarter. This boost might have converted the last months of 
decline into the initial months of recovery. The major expansionary 
eSect of the tax cut vrould then ha%^ strengthened the advance over the 
next feiv quarters. 

The need for sdmuladon dees not disapp-ear as soon as the economy 
turns up. Indeed* many policy acdous in the past have been designea to 
strencfheii the early stages of recovery. ivitn such measures, tne 
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economic phenomena, hoTve^’^er, ivell demonstrated in 1967. As 
die year moved through its first quarter and into the second, sluggish- 
ness in the economy appeared, and so some of the retarding fiscal ^1- 
icies that iv^ere recommended earlier in the year i^^ere rescinded or let 
lie dormant. But signs of inflation later in the year, stimulated by in- 
creased Adetnam expenditures, brought reneired clamor for increased 
taxes. The 1967 approach is represented below, as excerpted from 
pp, 9-10. 

In the )‘ear ahead we are determined to maintain that moderate ad- 
\’zmce; we need no further slowdo^ra; we can tolerate no ne^v* spurt of 
demand. After midyear, the tax increase I have proposed and a more 
moderate gro'wih of Federal spending ^sdll increase the freedom of 
monetan* policy^ to support expansion. I am confident that the oppor- 
timity A\iU be used. 

The specific fiscal program I am recommending includes 

— a surcharge of 6 percent on the tax liabilities of indi^dduals, ex- 
empting persons in the lois’est income brackets: 

— the same 6 percent surcharge on the tax liabilities of corporations. 

Here are some examples of the efiect of this proposal, as applied to a 
married couple wth two dependents, using typical deductions: 

• 'SVith $5,000 income, their tax 'vdll be imchanged — still $1S0 lower 
than they ^vx)uld have paid in 1963. 

• ^Vith $10,000 income, their tax in 196S wU rise $67, or $1,50 a 
'^’eek. Their annual tax 'will sdll be $190 less than they 'would have 
paid in 1965. 

• 'With $20,000 income, their tax in 195S wll rise $190, or $3.65 a 
'^\‘eek. But their annual tax irill still be $450 less than they '^vould 
have paid in 1965. 

A corporation '^rith profits before tax of $100,000 '^siU pay an extra 
$2,490. It will still pay $2,510 less than it would have paid in 1955. 

One '\rith profits of $1,000,000 'trill pay an extra $2S,410, still $12,590 
less than it '^TOuld have paid in 1955. 

The surcharge Avill proride for $5.1 billion o£ extra revenues in fiscal 
■j'ear 195S on a national income accounts basis, substantially ofisetting 
the expansion of $5.S billion in defense purchases. 

The national income accoimts budget wU also be afiected by my pro- 
posals for Social Securiq* benefits and taxes. 

After allow'ance for these changes, the national income accounts deficit 
for fiscal year 195S is no'w estimated at $2.1 billion, compared 'with $5.S 
billion in fiscal year 1957. 

I am also recommending t'v\*o further accelerations of corporate tax 
paj'ments, to begin in 195S: 

— requiring quarterlv payment of estimated tax on the basis of SO 
percent rather tha.n 70 percent of liability; 
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— requiring, over a 5-year period, tliat small corporations, as veil 
as large, become cunent in tlicir tax payments, in the same vay 
as individual proprietors. 

We have fashioned a fiscal program for sustainable expansion. 'With 
tliat program, ve now see a rise of about $“17 billion in our GNP in 
19G7 — a grov.-th dividend close to 4 percent in real terms. 


10. MONETARY POLICY 


A SECOND SIGNIFICANT tool of macro-economic policy is monetar}' policy* 
Here tlie attempt is made to influence tlie level of economic activity by 
making money eitlier “cheaper or dearer.” This type of encouragement 
comes primarily through policies of die Federal Reserve System. In 
spite of frequent separate discussion of fiscal and monetary policies, die 
Economic Reports recognize die fallacy of considering each policy as 
an independent entity by dieir usual treatment of bodi as aspects of 
total Federal economic policy. 


The Role of Moiietary Policy 

The 1964 Report (pp. 42-44) gave a clear statement of the meaning 
and scope of monetar)" policy. 

Establishing a suitable fiscal frameivork is not the only step the Gov« 
ernment can take to promote full employment. The ability of the econ- 
omy to maintain expansion in both its actual and its potential output is 
significandy affected by die monetary^ and debt management policies of 
the Federal Resen^e System and the Treasury Department. Expenditures 
on long-lived assets, sudi as residential and commeixial buildings, busi- 
ness plant and equipment, and to a lesser extent consumer dmables, are 
pardcularly sensitive to cost and availability of credit, ^vhich are hearily 
influenced by monetary and debt management policies. 

The clioice of monetary policies must be related to the cliaracter of 
pri^^te demand, to the type of fiscal policy being pursued, and to goals 
with respect to the balance of payments. In the light of these considera- 
dons, various combinadons of fiscal and monetary^ policies are appro- 
priate to different conditions in die economy^ 

"^Vhen aggregate demand is generally’ deficient and investment and 
consumption are expanding too sloivly’ to proride jobs for all those 
seeking employment, expansionary’ monetary policy’ normally’ can and 
should accompany' expansionary’ fiscal policy. Likeirise, irhen excessive 
aggregate demand threatens to cause inflation, a dght monetary’ poliq’ 
may* be called for in conjunction irith a fiscal program diat permits full- 
employment Federal revenues to rise relative to expenditures. 

Under some circumstances, hoivever, it may’ be appropriate to operate 
monetary’ policy’ at seeming cross purposes to fiscal policy’ in order to 
restrict [inflationaiy forces]. 


18S 
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The President reported in 1962 (p. 6) how monctan- poliq- can be 
emplovcd 'vhen the economy needs stimulation. Here, die Federal Re- 
sene System adopted a policy of monciar.' ease as follows; 

Monctan and credit policies responded to the dual demands of cco- 
norrdc recover}’ and the balance of pa}Tiicnts. On the one liand, die Fed- 
eral Rcs-cnc S)ste:r. maintained general monctan.- case; Federal Resene 
open market operations, complemented by Treasury management of the 
public debt and o; government invesument accounts, assured an ample 
supply of credit -.'.-hich sened to counter uprs-ard pressures on long-term 
interest rates; reduction of FHA ceiling rates, supported by FXM.A mort- 
gage purchases, eased inortcage credit and stimulated homebuilding; and 
the Small Business .-administration made its credit more widely available 
a; lower cost. On the odier hand, both monetar*- and debt management 
ixilicic'^s countered do-.vnv.-ard pressures on short-term rates, svith a view 
to checking the outfio-.v of funds to money markets abroad. 


In 1952, the President tended to rely more on fiscal policy as a contra- 
cyclica! measure. k\'hile not denying a role to monetary policy, he 
preferred that monetaiy tools be reserved primarily for purposes of 
financial policy and international considerations, especially so long as 
fiscal policy is accomplishing its mission successfully. This is seen in 
the following excerpt ip. I2i. 

'deleter; cr.d Credit Po'.icies 

?«ionc:ar;.-, credit, and debt management policies can also help to 
assure that prcductive o-udets exist for the funds that the American 
people save from prosp-erity incomes. The balance foreseen in the Budget 
for fis-cal }.car !P'3j, and the s’urplus which '.'.'ould arise at full employ- 
ment. both indicate that fis-cal policy is assuming a large share of the 
burden or fcrcsmiling infationar;,- excesses of demand. 'With monetary 
and related polidcs relieved of a substantial part of this burden, they can 
more edcctiv eh. be used to assure a P.o’.v of ine-estmer.t funds which irill 
transform the econom.y’s present capacity to save into future capacity to 
produce. 

.-\t the samiC tim.e. monetary and debt management policies must con- 
tinue to protect the balance of international payments against ounlows 
of short-term capital. .-Vs in 15 31. domestic expansion and the balance of 
payments confront these pol:ci-es -.dth a dual task, recuiring continued 

Ibilit 


i he Connell elab-omted on the role of monetary and credit policy 
(pp. S-l— 55' in the 1952 Report. 
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Monetary and Credit Policies and Economic Stability 

The second major instrument of tlie Government for economic stabil- 
ization is monetary and credit policj", interpreted in the broadest sense 
to encompass all governmental actions affecting tlie liquidity of the econ- 
omy and tlie availability and cost of crediL Here the Federal Govern- 
ment has broad and inescapable responsibilities^ stemming basically from 
the sovereign right of Congress **to coin money, regulate the value 
thereof, . . The Government’s influence is exercised in several ways — 
principally through Federal Resen^e control of the total volume of bank 
resen’^es, but also through Treasury management of the public debt and 
through the administration of a ^m:iety of government lending and credit 
guarantee programs. These poirers can significantly affect the floiv of 
funds into business investment, capital expenditures of State and local 
governments, residential construction, and purchases of consumer durable 
goods. Monetar)’ and credit policies can be flexible, responding at short 
notice to dianges in economic circumstances and prospects. 

In an important sense, tlie private economy of the United States 
contains automatic or “built-in” monetar}* stabilizers. Unless the Govern- 
ment acts to make compensating dianges in the monetar}^ base, expan- 
sion of general economic activity, accompanied by increased demands for 
liquid balances and for investment fxmds, ’^dll tend to tighten interest 
rates and restrict the availability of credit. Similarly, a recession of busi- 
ness activity utU normally lead to loiver rates, easier terms, and less 
stringent rationing by lenders. Like fiscal stabilizers, the monetan^ stabil- 
izers are often useful built-in defenses against recessions or against infla- 
tionar}' excesses of demand. But these defenses may not be strong enough. 
Being automatic stabilizers, they can only moderate unfavorable develop- 
ments; they cannot prevent or reverse them. And at other times, unless 
the monetar}’ authorities offset their effects, they can operate counter to 
basic poliq" objectives, braking expansions short of full emplo}’ment. 
Discredonar}’ polic}’ is essential, sometimes to reinforce, sometimes to 
midgate or overcome, the monetarj’ consequences of short-run fluctua- 
tions of economic acdvity. In addidon, discredonar)’ policy must proride 
the base for expanding liquidity and credit in line ^rith the groiring 
production potendal of the economy. For these reasons, the Federal Re- 
sen*e System is continuously making and executing discredonar)^ mone- 
tary' policy’. 

The proper degree of general “dghtness” or “easiness” of monetary* 
poliq*, and the teAniques by ^rhich the various go^*emmental authorities 
can appropriately seek to achieve it, depend on the state of the domestic 
economy, on the fiscil policies of the Government, and on the interna- 
tional economic posidon, ^Vhen the economy is in recession or beset by 
high unemployraent and excess capacity, monetaiy" poliq* should clearly 
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be expansionary. How expansionary it should be depends very much 
upon the extent of the stimulus that the government budget is, and will 
be, giving to over-all demand. When demand is threatening to outrun 
the economy’s production potential, monetary policy should be restric- 
tive. How restrictive it should be depends, again, upon how much of the 
job of containing inflation is assumed by fiscal policy. There is, in prin- 
ciple, a variety of mixtures of fiscal and monetary policies which can 
accomplish a given stabilization objective. Choice among them depends 
upon other objectives and constraints. . . . 

In the 1965 Report, the Council pointed out that monetary policy 
can be retarding as well as expansionary, and that it should be the 
latter if growth is to be expected (p. 105). 

Over the long run, growth of economic activity must be supported by 
the continued expansion of monetary assets, since individuals and busi- 
nesses need a growing volume of liquid balances for transaction purposes 
as their income and spending increase. The need for growth in liquid 
assets also results from investors’ desires to hold some part of their wealth 
in assets that are readily accessible and free of risk. 

Liquid assets can take a variety of forms, and new institutions are con- 
tinually evolving to meet these needs. During the past thirty years, sav- 
ings and loan associations and mutual savings banks have come to play 
an important role as competitors with commercial banks for the time and 
savings deposits of the public. Similarly, business firms frequently invest 
short-term funds in Treasury bills and in a wide and growing variety of 
other “money market’’ paper. Nevertheless, monetary assets provided by 
the commercial banking system continue to play a crucial role, since 
checks drawn on demand deposits constitute the most important medium 
of exchange for transacting day-to-day business. The growth of liquid 
assets, and particularly of the money supply, should keep pace with ex- 
panding requirements over the long run in order to support growth and 
economic advance. . . . 


Relationship between Fiscal and Monetary Policy 

President Johnson outlined the main relationships between fiscal 
and monetary policy in the 1966 Report (pp. 10-11). 

The fiscal program I recommend for 1966 aims at full employment 
without inflation. It is a responsible program. It recognizes that vigorous 
private demand and required defense spending could upset the balance 
of supply and demand so diligently pursued by fiscal and monetary 
policies in recent years, and now so effectively achieved. 

Until this year, pursuit of this balance has pointed fiscal policies toward 
the stimulation of demand. Now a stimulus is no longer appropriate. 



MOXETAB.Y POUCV* 1S7 

I have ^eYie^s•ed ever}- program of Government to make room for the 
necessities of defense. I have sharply reduced or eliminated those ci%-ilian 
programs of Imvest priority. 

But, as I indicated in my State of the Union ilessasre, I am umnllincr 
to declare a moratorium on our progress to\s*ard the Great Society, ily 
budget 'VN'ill add S3.2 billion to our against poverty, ignorance, and 
disease* \et sa\dngs elsetvhere ^11 hold the rise in the Administrative 
Budget — apart from the added costs of Vietnam — to only §600 million. 

^vloreover, I am asking the Congress to enact promptly a combinadon 
of proposals affecting tax payments in the year ahead: 

— a rescheduling of the Januan- 1, 1956 and later excise tax reduc- 
tion enacted last June for automobiles and telephone sendee; 

— a graduated withholding sj-stem that '^\ill improve the pay-as-} ou-go 
basis of our personal income taxes without increasing tax rates or 
tax liabilities; 

— a corresponding speed-up in payments of corporate income taxes 
this }'ear and next, also 'lathout increasing tax rates or tax liabil- 
ides: and 

— a method of pacing self-employment Social Security taxes on a 
amrent basis. 

These measures will let us stay dose to a high-level balance betw^een 
the revenues that the Federal Government drawls out of the economy and 
the expenditures that it puts bade into the spending stream, and to a 
high-le^Tl balance between total demand and the economy's capadty to 
produce. It is my judgment that this budget provides the appropriate 
fiscal emironment for the maintenance of basic price stability with con- 
dmied gro^v^. 

I wiU also looh to the Federal Resen^e System to prodde assistance in 
promoting the objectives w'e all share: 

— ^meeting the credit needs of a vigorous and gro'^\ing economy, 
w'hile 

— ^pre\*enting excessi^"e credit flow’s that could carr}‘ the pace of ex- 
pansion beyond prudent speed limits. 

Although the 1963 Council Report emphasized the role of fiscal 
policv’v it did not overlook monetary polic}’ (p. 19). 

Monetax}" policy' has remained fovorable to economic expansion. Dur- 
ing 1952, most interest rates on long-term finandng fell below* their levels 
at the trough of the recession in February 1951. '^\Tiile this was partly a 
passive result of economic slack and stability in the price level, it also 
reflected deliberate effort on the part of the monetan.* authorities to 
maintain adequate liquidity and favorable credit conditions. 

^ifonetar}* and debt management authorities faced a continuous chal- 
lenge in maintaining such credit conditions without encouraging short- 
term capital mo'^'ements that would hinder improvement in the VS. 
balance of pa}*ment 5 . Since mid-1950, monetary* and debt management 
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authorities have worked together to keep short-term interest rates from 
falling out of line with rates abroad. 

Federal Resen'C open market operations were geared to two objectives. 
First, they provided the basis for deposit expansion as well as restoring 
to the banking system reserves absorbed by tire decline in the gold stock 
and the rise in currency in circulation. Since the Federal Resen'e also 
reduced cash reserve requirements against savings and time deposits from 
5 to 4 percent, the result was an effective net increase in reserves of more 
than SI billion during the year. 

Second, purdiases and sales of U.S. Government securities were de- 
signed to minimize the dorvnward pressures on short-term interest rates 
resulting from monetary expansion, while encouraging the flow of long- 
term funds and keeping downward pressures on long-term rates needed 
for domestic recover)' and growth. The Federal Reserve System continued 
the policy, begun in February 1961, o£ purchasing longer-term securities, 
although on a more moderate scale in 1962 than in 1961. Most purchases, 
on balance, were concentrated in the 1-5 year range. There were negli- 
gible net purchases of securities with maturities of under 1 year. . . . 

That monetary policy is linked closely to fiscal policy was brought 
out by the Council in its 1963 Report (p. 55), as follows; 

Monetary policy as well as debt policy must be coordinated with fiscal 
policy to secure the objectives of higher employment and growth rvithout 
inflation. IVe are now, and for some time still will be, in a situation of 
substantial slack in labor force and capital resources, a situation in which 
expansionary' policies are required. Even after the proposed tax revision 
begins to release consumer demand and spur investment, other phases 
of public policy, including monetary and debt policy, can serve to sup 
port the absorption of unused resources. ^Vhen the economy approaches 
higher levels of capacity utilization and employment, labor as well as 
capital markets wll tend to tighten, and the policy mix ivill need to be 
adjusted to changing circumstances. Public policy thus involves a con- 
tinuous process of adjustment, and no validity attaches to general rules 
of "tight” or of “easy” money meant to be valid under all conditions. 
What matters most at this time is that financial policy should be designed 
to facilitate rather than retard the expansionary process w'hich the tax 
progi'am is designed to launch. 

The ease or tightness of monetary and credit conditions depends only 
in part on the supplies of bank reserves and liquid government obliga- 
tions. It also depends on tlie balance between these supplies and the 
economy’s demands for money, liquid assets, and credit accommodation. 
Economic expansion increases these demands. As private income and 
wealth increase, so do the public’s needs for money and liquid assets. Nor- 
mally, the public •udll wish to place part of its new saving every year in 
additional holdings of checking accounts, thrift deposits, and other liquid 
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assets. Likeinse, business requirements for loans to finance inventories 
and trade credit expand. 'W^hen unused productive resources are avail- 
able, it is not inflationar)' to permit a parallel expansion in the supplies 
of money and liquid assets and in the availability of bank credit. 

On tlie otlier hand, it is^ould clearly be a restrictive monetarj' polic)’ 
to hold bank reser%’es constant ^vhile the monetar)" and credit needs of the 
economy increase. Interest rates would tend to rise, and prirate borroiv^ers 
ivould find it both more expensive and more difiicult to obtain bank loans 
or to float securities in the capital markets. . . . 

Fear expressed in the 1964 Report (p. 11) lest the expansionary^ 
efEects of fiscal policy might aggravate the balance of international pay- 
ments problem. Emphasis i\"as placed on monetary^ policy to act as a rein 
(pp. 47-48). 

Monetary Policy and Balance-of-Payments Measures 

A strong upsivdng in the economy after the tax ait need not bring tight 
money or high interest rates, especially when 

— our balance of payments is impro^’ing so sharply in response to 
measures begun in 1961 and reinforced last July; 

— the budget for fiscal year 1965 mil cut the Federal deficit in half 
and ease pressures on interest rates from Treasury^ borrowing. 

It 'would be self-defeating to cancel the stimulus of tax reduction by 
tightening money. Monetary^ and debt policy^ should be directed toward 
maintaining interest rates and credit conditions that encourage private 
investment. 

But monetary’ poliq’ must remain flexible, so that: 

— ^It can quickly shift to the defense if, unexpectedly’, inflation 
threatens or the balance of payments ismsens. 

— ^^Vhen monetary^ measures are not needed as defensive shock 
troops, tliey can reinforce fiscal policy in promoting domestic ex- 
pansion. . . . 

MONETARY POLICY’ IN THE PRESENT EXPANSION 

The fiscal policy’ of the 1961—63 years was complemented by’ a monetary’ 
policy’ designed to encoiuage an expanding economy ivhile also defending 
the balance of payments. Actions ivere taken to raise short-term interest 
rates and to maintain them at levels that ivould reduce outfloirs of funds 
to money markets abroad. I Vi thin the limits established by’ this policy’, 
the Federal Reserv’e proaded money’ and bank aedit to support the 
expansion and generally’ avoided placing upisnrd pressure on long-term 
rates. 

In attempting to pursue both its domestic and its balance-of-payments 
objectives, tlie Federal Reser\’e used its policy’ instruments flexibly’. In 
February’ 1961 it began to supply’ a portion of new bank reserves through 
the purchase of longer-term securities. Meanwhile the Treasury’ concern 
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trated its new offerings of securities largely in short maturities to exert 
upward pressure on short-term interest rates. In the autumn of 1962 the 
Federal Reserve reduced reserve requirements on time and savings 
deposits, thereby releasing reserves for seasonal growth in money and 
credit without purchasing short-term securities in the open market. 

A particularly important factor that exerted upward pressure on short- 
term rates but held long-term rates down was the two-step change in 
Regulation Q in January 1962 and July 1963, which permitted banks to 
pay higher interest rates on time and savings deposits. These steps accel- 
erated the flow of savings into commercial banks, which in turn invested 
heavily in mortgages and State and local securities, thereby putting down- 
ward pressure on mortgage and other long-term yields. At the same time 
commercial banks began to issue negotiable time certificates of deposit 
in substantial quantities, which in effect added to the supply of short- 
term securities and helped to push up short-term interest rates. 

In July 1963 the Federal Reserve increased the discount rate from 3 
to 81/2 percent, largely to reinforce efforts to raise short-term interest rates 
for balance-of-payments reasons. 

Analysis of the results of Federal Reserve actions on the growth of de- 
posits and bank credit is especially difficult for this expansion period 
because of the changes in Regulation Q. The recorded growth in money 
supply — at an average rate of 2.8 percent a year during the expansion — 
understates the degree to which monetary policy provided a stimulus to 
the economy, since many business firms and individuals were induced to 
shift idle balances from demand to time deposits in order to take advan- 
tage of the higher interest rates. 

On the other hand, the increase in time deposits — at an average rate 
of 15.2 percent a year — exaggerates the expansionary stimulus from 
monetary policy. The interest-rate increases on commercial bank time 
deposits raised their attractiveness relative to direct holdings of securities 
or deposits at other financial intermediaries. Thus, while bank credit 
expansion was particularly rapid, part of it reflected lending that other- 
wise would have occurred through nonbank financial institutions or 
directly through the securities markets. . . . 

Views of the Council of Economic Advisers 

The President said little about monetary policy in his 1967 Report, 
ut the Council emphasized this type of policy as a tool for economic 
:abilization (pp. 65-68) in its Report. 

Uses of Monetary Policy 

As a stabilization tool, monetary policy has some distinct advantages. 
Policy changes can be made quickly in response to changing signals. Fur- 
thermore, as was evident in 1966, a restrictive monetary policy can reduce 
aggregate demand fairly promptly and very sharply. 
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But tliere are also distinct limitations on tlie uses of monetar)* polic)'. 
As demonsti'ated in 1966 its impact on different sectors of tlie economy 
can be highly uneven, boiii in magnitude and in timing. Moreover, if 
monetaiy^ polic)^ is used repeatedly and in large doses to restrain inflation, 
it may be difficult to avoid a long-term upward trend in interest rates. 
And the scope for monetary policy may at times also be limited by 
balance of pajments considerations. 

The une^'en impact of clianges in credit conditions is unavoidable to 
a cei'tain extent. Monetary policy inevitably has its principal effect on 
those sectors that are particularly dependent on credit. But tlie special 
vulnerability of some sectors to tightening is also importantly related to 
certain structural diaracteristics of our financial institutions. Over time, 
tliere should be scope for reducing the uneven impact of monetary policy 
through various modifications in these institutional arrangements. This 
is particularly true 'vnth respect to homebuilding. 

In the postwar period, clianging monetary conditions have contributed 
to several major sinngs in residential construction. This particularly sen- 
sitive reaction to monetar}^ conditions reflects the reliance of mortgage 
financing on institutional ratlier tlian open market sources of credit and 
its special reliance on one particular type of institution, namely sadngs 
and loan associations. The most recent example of this sensitivity, re- 
viewed earlier, vras in 1966, 'when the associations suSered major witli- 
dra^vals of funds. 

Until 1957, savings and loan associations were largely sheltered from 
competition v\ith commercial banks. Bank interest rates for time deposits 
were fixed at a low level, and most banks were not interested in com- 
peting for savings funds. At tliat time, however, a series of increases was 
initiated in tlie administrative ceilings on the interest rates that banks 
could pay on time deposits. This led to a gradual narroiving in the differ- 
ential bet'ween rates paid by tlie associations and by the banks; and the 
share of deposits going into sa'^dngs and loan associations declined, even 
though the total amount adA^nced rapidly, at least until 1966. Given the 
respectiA*e legal limitations on the portfolios of banks and of tlirift insti- 
tutions, siicli a shift gradually tended to curtail the floAv of funds to the 
mortgage market. There is ev^ery reason to believe that tlirift institutions 
Avdll continue to face strong competition from banks, and must hereafter 
operate in a very diffei'ent environment from that prior to 1957. 

The supply of mortgage funds might be bettei* protected in future 
periods of tight credit conditions if tecliniques could be deilsed to give 
tlie mortgage markets neiv and better forms of access to the open capital 
markets, eitJier directly or through tlie tlirift institutions. A number of 
possible arrangements are noAv under discussion in the industr}’. 'With 
sucli arrangements, funds Avould be available only at competiuv^e rates; 
but they Avould be available. At present, some access is obtained indi- 
rectly, vv'hen banks, insurance companies, and savings banks sell bonds 
in periods of tight money in order to buy mortgages. FNMA secondary* 
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market operations and FHLBB advances to savings and loan associations 
also provide an indirect link between mortgage financing and the na- 
tional capital market. 

Some additional stability in the flow of funds to the mortgage market 
could also be achieved through dianges in the practices of savings and 
loan associations. They could partially stabilize their mortgage lending 
activity in the face of lluctuations in deposit flows if they held secondary 
rcserv'cs as commercial banks nonnally do. They can also place themselves 
in a better position to hold on to interest-sensitive deposits in a period 
of tight credit by issuing special instruments, like CD’s, returning a 
higher )ield to investors. Comprehensive autliority to issue such instru- 
ments has been granted only recently and should be of additional help 
in the future. In particular, the associations reduce their exposure to 
abrupt changes in deposit flows by issuing such instruments for longer 
maturities. 

It would also be desirable to strengthen tlirift institutions by legisla- 
tion permitting the Federal chartering of mutual savings banks. Such 
institutions would have powers to invest in corporate securities and con- 
sumer loans as well as mortgages. While broadened investment privileges 
of federally cliartered mutual savings banks might initially divert some 
funds from the mortgage market, such chartered banks would improve 
the efficiency of thrift institutions, strengthen them in competition with 
banks, and thereby ultimately benefit the mortgage market. 

If the ability of the thrift institutions to compete with commercial 
banks can be strengthened, continuous reliance on interest rate ceilings 
on savings accounts may no longer be desirable. But there could still be 
occasions when rate ceilings would serve a genuine need. This contin- 
gency could be provided for in either of two ways: (1) through standby 
authority to impose rate ceilings under particular circumstances; or 
(2) through permanent ceilings set sufficiently high that they would 
become effective only in unusual instances. Pending agreement on the 
most suitable form of permanent legislation for regulating rates, the 
present legislation (which expires in September) should be continued 
for a limited period. 

The kinds of financial innovations sketclied above could increase the 
scope for the active use of monetary policy as a tool of stabilization. With 
sucli changes, a restrictive monetary policj' might have a broader and 
less uneven impact. 

There are, however, other possible limitations on the use of monetary 
polic)'. There is the danger that under some circumstances, employment 
of the monetary' instrument for short-run stabilization purposes can 
produce an upward ratcheting of interest rates which could interfere 
with long-term economic growtli. 

Indeed, in the postwar period, cyclical movements in rates have been 
superimposed on a distinct upward rate trend. Every period of business 
expansion has brought ne\v posnvar peaks in interest rates. Of course, 
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rates ^vere abnormally lo^v at the start of the post^var era, reflecting tlie 
unusually large liquid balances of businesses and households. But this 
initial situation cannot explain die continuing upward trend in rates 
since the inid-1950's. During eadi period of economic expansion in the 
1950*s, credit was dghtened sharply to restrain demand. The resulting 
increases in interest rates 'were not fully offset during the subsequent mild 
recessions. With each advance, expectations became adjusted to the new 
level. Rigidides retarded declines, once higher rates were built into the 
deposit and loan practices of financial insdtudons. 

But an upward ratchet of interest rates is not an inherent or necessar}^ 
result of a flexible monetary poliq^ There is now a welcome opportunity 
for monetarj^ policy to demonstrate its reversibility in a period of pros- 
perity; indeed, diat opportunity has already begun to be converted into 
reality. 

A variety of approaclies can also be used to reduce some of die obstacles 
to a flexible use of monetary poliq' whicli may be imposed by balance of 
pa)Tnents considerations, as discussed more fully in Chapter 5. 

Monetary polic)^ is an indispensable tool; and there is important scope 
for making it more useful. But die measures diat can be taken to diis end 
cannot fully overcome its inherent limitations. It needs, and has, a po'^ver- 
ful ally in fiscal poliq\ . . . 
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Strengthen and in the third quarter rose vigorously. Though this expan- 
sion iras interrupted later in the year by the steel shortage, the ^'alue of 
exports in tire 11 months through November '^s’as about the same as in 
the con'esponding period of 1958. Imports, ^vhidi ^rere little affected 
by the 1957—58 recession, staged an exceptionally rapid increase until 
mid-1959 and, on a seasonally adjusted basis, remained steady thereafter 
at a level mtich higher than in previous years. 

These developments in trade ^vere superimposed upon a hea%y outflow 
of capital and militar}* expenditures, though both of these floss’s, espe- 
cially that of pri%’ate capital fimds, 'vs’cre smaller in 1959 than in 1958. 
The transfer of gold and liquid dollar assets resulting from the gap be- 
ns'een aggregate pa\inents and receipts reached an annual rate of $4.5 
billion in the second quarter of 1959. This rate slackened a little in the 
third quarter, and there is’as further improvement in later months, 
reflecting in part a $250 million ad^mice repayment by the United King- 
dom to the Export-Import Bank. 

Among the underl}ing factors that have contributed to the change in 
tlie trade and pa}inents position of the United States since the early post- 
\var years have been the steady recover}' and grotcth in the productive 
capacity of other countries, including the re-establishment of old com- 
parative ad\'antages and the introduction of technologies. On the 
side of demand, the pressures on domestic resources ’^vhich persisted in 
many countries long after the have generally subsided. In some cases, 
ne’ic international cost and price disparities may no'^v have developed to 
the ad\'antage of these other countries, and the depressed let'el of ocean 
freight rates since 1957 has facilitated the marketing in the United States 
of certain foreign products. Much of the change in trade may be attrib- 
utable, however, to intensified production and export efforts by other 
countries on the basis of preriously existing cost differences. 

These influences have not operated exclusively in one direction. A 
detailed examination by the Department of Commerce of recent changes 
in tlie shares of the United States in different export markets for manu- 
factured goods reveals a considerable diversity of trends, 'isdth many gams 
as 'Vv’ell as losses. Moreover, the serious contractions have been concen- 
trated in a few items. Among these, automobiles and steel stand out, as 
they do in the rise in imports. 

A Te\'iew of recent developments in the foreign trade of the United 
States must also take accoiuit of the effect of business fluctuations at home 
and abroad and of the special ciraunstances affecting trade in particular 
produas that figure prominently in this country's exports or imports. 
Thus, the der lm e of exports after mid-i957 'vs’as associated '^rith a gen- 
eral 'vv’eakening of foreign import demands, aggramted by the reversal 
of special forces which had contributed (notably in the cases of petroleum, 
coal, cotton, and wheat) to the earlier ups^ving. Similarly, the strength- 
ening of exports during 1959 reflects the rene'vvai of economic expansion 
abroad. . . . 
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Policies for Reducing the Pa'jincnt^ Deficit 

To help ?pcc-d ih'j attainment of a reasonable equilibrium in the 
United Siatet balance of pajments, die Administartion in I960 inten- 
sified p^jlides instituted earlier f/hen the recover)' by the once v/ar- 
deva stated nations of their cornpxttitive strength had become evident. The 
effort centered on measures to increase United States exports and to 
reduce the balance of paernents impact of Government military and eco- 
nomic programs abroad in a manner consistent vdth our responsibilities 
and long-standing polidcs. Underlying these steps vrere equally important 
polides relating to the domestic economy. Fiscal and monetary polides 
had as one of their major objectives the maintenance of confidence in 
the dollar as a sound and reliable currency. In this connection, the .A.d- 
rninistration continued to emphasize the importance of appropriate 
action by management and labor to insure the competitiveness of United 
States goods at home and abroad. 

To support the efforts of private business in enlarging sales abroad, 
the Federal Government, v/ith the cooperation of private business, insti- 
tuted early in 1969 a National Export Expansion Program — a series of 
coordinated measures to improve and expand Government serv'ices in 
private industry. .Measures v/ere adopted to gain the help of existing 
national and local business groups, to assist and encourage businessmen 
nevdy entering the export field, and to strengthen contacts vrith business 
groups abroad. To place United States exporters on a more equal basis 
v.'ith exporters in other industrial countries, the Export-Import Bank 
short-term credits and c-xpanded its e,xisting facilities for medium-term 
exp/orc credits and guarantees. The United States also continued to urge 
other countries — p.articu!arly the economically and financially strong 
ones — to eliminate remaining discriminatory restrictions on United States 
goods and services and to lover tariffs and other barriers to trade. 

Tosvard the end of the year, the United States initiated a number of 
coordinated measures designed to obtain substantial foreign exchange 
savings in its Government expenditures abroad vrithout redudng its raili- 
lary strength or impairing its international commitments. Steps v/ere 
formulated to reduce gradually and then limit the number of dependents 
abroad of Defense Department p^ersonnel, pjarticularly in the highly in- 
dustrialized countries v/ith strong currencies, and to cut back Defense 
Depiartment procurc-ment of foreign goods and services and other expen- 
ditures abroad. Other departments and agencies vhich have personnel 
abroad and v/hich engage in procurc-ment abroad v/ere instruaed to 
institute similar p>rograms. In addition, the question af the cost of the 
United States troops in Germany came undcT discussion by the United 
States and German Governments. To minimize the balance of payments 
effects of our economic aid programs, the International Cooperation z\d- 
ministration v/as instructed to place primary c-mphasis on fmandng goods 
and services of United States origin in all of its loreign aid aaivities, 
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and as far as practicable to discontinue offshore proairement in 19 
countries wth strong currencies. Siiaiiarly. the Development Loan Fund, 
'which had adopted a similar polic\” in October 1959, instructed to 
reduce procurement outside of the United States to the lowest possible 
figure. 

In addition, efforts Tvere increased to ensure that sales under the agri« 
ciiltiual surplus disposal and related programs do not reduce cash dollar 
sales of United Sta^tes products. International institutions '^vere urged to 
use airrencies other than dollars as fidly as possible, and other strong 
countries 'were encouraged to permit borro'wing in their capital markets 
by these institutions amd by other borrowers, 'vs'here appropriate. On 
Januar}' 14. the regulations that have been in force for a number of years 
prohibiting the holding of gold in the United States 'were uniformly 
extended to holdings of gold abroad by persons and business organiza- 
tions subject to the jurisdiction of the United States. 

lnicr7:atioT:rJ Ecot:ot:::c PoUcics 

Most countries continued in 1950 to move tovnrd the free and multi- 
lateral trade and payments s^i'stem which has been the goal of die United 
States since the end of the 'vvnr and for ^vhich the United States has pressed 
'irith particular rigor in the last feic \ears. By noiv. discrimination against 
United States exports has diminished verj* substantialht the major re- 
maining quantitad'V'e trade restrictions on United States exports are 
against agricultural products, pardculariy in 'Western Europe. Foreign 
restricdons on capital transacdons, ho^cever, continue to be considerable. 
The United States Government expects that there vail be condnued prog- 
ress in the dismanding of restrictions on world trade and payments. In 
pardcular, the great economic stxengdi of the countries belonging to the 
European Economic Communitv' and the European Free Trade Asso- 
ciadon should facilitate a significant lo'-ATiing of tariff barriers during the 
forthcoming Genera GATT negotiations. 

The insdtutional fhimework of world finance was improrad in 1950 
through the establishment of the International Development Associadon 
and Ae Inter- American Deralopment Bank. The United States an- 
nounced new aid programs for Ladn America, and further adramces vrcie 
made in the area of ad I:or multilateral cooperadve efforts for develop- 
ment. most notably the Indus Fiver Basin project. 

The United States continued to stress the need for a strengthened 
determination by all the industrial countries to share in proriding funds 
to the les^ de^*eloped parts of tlie free 'icorld. At the inidadve of the 
United States, the major industrial coim tries early in 1950 formed a 
De^'elopment Assistance Group to discuss methods for proriding such aid. 
It is planned to incorporate the work of this group in the Organization 
for Economic Cooperation and Deralopment (OECD), the successor or- 
ganization to the Organization for European Economic Cooperation 
(OEEC). whidi is sch^uled to come into existence in 1951, follotring 
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ratification of its convention, and whidi is to comprise the 18 Western 
European members of the reconstituted OEEC together tvith Canada 
and tlie United States. The objectives of this organization trill be to 
achieve tlie highest sustainable economic growth in member countric.s, 
to contribute to sound economic expansion in countries in the process of 
development, and to contribute to the expansion of world trade. 

Along with these advances, the problem of shifts of short-term funds 
from one international center to another came to the fore during I960. 
Now' that freedom for international short-term capital movements has 
been substantially enlarged, and the economies of the major countries 
abroad have been greatly strengthened, it appears that interest rate con- 
siderations may have an increasing influence on short-term capital flows, 
How'cver, the international financial mechanism today seems strong and 
flexible enough to allow solutions to the resulting difficulties to be 
worked out. 

International payments, other than short-term capital movements, also 
have continued to show an imbalance. As a result of this over-all lack of 
balance in w'orld payments, the substantial increases of international 
reserves of recent years continued to be concentrated in a small number 
of countries, particularly in continental Europe, Originally, this inflow 
was justified by the extremely low level of reserves of these war-devastated 
countries, but today the reserves of most of them, by and large, seem 
ample. 

The United States has many responsibilities in the world economy. 
These include keeping the dollar strong, in view of its key role in inter- 
national trade and payments, maintaining liberal commercial relation- 
ships w'ith other countries, contributing to the defense of the free world, 
and supplying a share of the capital resources needed by less developed 
countries. The United States can meet these responsibilities because of its 
resourceful and flexible economy and its international reserves which, 
with an available gold stock of about billion, are large. But the 

United States cannot play its part fully unless other industrialized nations 
pursue policies required by their positions in the world economy. This 
fact is now increasingly recognized. A helpful start has been made in the 
sharing of development costs and other burdens and in the cooperative 
reduction of existing payments imbalances, but further efforts are needed 
if the international financial mechanism is to work properly and the 
free world's economy is to move ahead steadily. . . . 


Recommendations in the National Economic Report of 1962 

Tlic 1962 Report examined the status of the balance of payments, 
nd suggested a series of proposals aimed at reversing the deficit trend, 
deluding an expansion of exports, a stable domestic price level, the 
development of controls over foreign investment, an economy in gov- 
ernmental (primarily military-) expeditures abroad, and the strength- 
ening of the international monetary system (pp. 13-16). 
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Science of Peyrnenis 


The progniia launched last }^ar to reduce our payments deScit and 
maintain confidence in the doilax I am sure^ shoiv further remits 
in IP52, I am hopeful that the target of reasonable equilibrium in our 
intemadonal payments can be achieved within the next nvo years: but 
this '*dii require a determined efiorc on the part of ail of us — government, 
busiiiess and labor. This efiort must proceed on a number of fronts, 

Expar: expcxs:or:. An increase in the U,S, trade surplus is of the firs: 
importance. If ^ve are to meet our intemationai responsibilities, vre must 
increase exports more rapidly than the increase in imports ^.vhich acconi' 
panics our economic gro’»vth. 

Our efiorts to raise exports tirgently require that we negotiate a reduc- 
tion in the tariff of the European Common Market, I shall shortly 
transmit to the Congress a special message elaborating the details of the 
proposed Trade Expansion Act of 1952 amd explaining whv I believe 
that a new trade poiic*' initiative is imperati'v'e this vear. 

To encourage American businessmen to become more export-minded, 
we ha^'e inaugurated a new export insurance program under the leader- 
ship of the Export-Import Bank, and we have stepped up our export 
promodon drive by improving the commercial services abroad of the U,S. 
Go\'erameiit, estabiishing trade centers a,broad. planning trade fairs, 
impro^'i^g the trade mission program, and working with business firms 
on export opportunides tlirough field omces of the Department of Com- 
merce and the Small Business Administradon, Foreign tmvel to the 
United States, w'hich returns dollars to cur shores, is now being pro- 
moted through the first Federal agency' e\'er created for this purpose. 

Prices end Our export drive founder if w'e cannot 

keep our prices comt^edd^'e in w'orld markets. Though our recent price 
performance has been excellent, the improving economic climate of 1952 
win test anew the stauesmanshin of our business and labor leaders. I 
belie^'e that they will pass the test: our Xadon today possesses a new' 
understanding of the ^itai link betw'een our le^^el of nrices amd our bal- 

o - 


ance of payments. 

In the lonn run, the comneddve posidon of U,S. industry depends on 
a sustained and rapid admnee in prcducthitya In this, the interests of 
economic recovery', long-run grow'th, and the strength of the dollar 
coincide. Modemiration and expansion of our industrial plant will 
accelerate the advance of producd^‘ity, 

Ecmibn fftr’usifr.'frh To place controls oimr me now* of primte Amer- 
icam capital abroad w'ould be contrary' to cur traditions and our economic 
interests. But neither is there fusdfication for special tax incendves %s*hich 
stimulate the fiovr of U,S, in^‘estment to countries now' strong ana eco- 
noniicallv dei’eloped, and I again urge the eliiumation ot these special 
incendves. 

The new* foreim trade prograun wmen i am proposing tO the Co . 1 ^*. ess 
will help to reduce another artificial incentive to L ,5. firm> to in've:^t 
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abroad. The European Common Market has attracted American capital, 
partly because American businessmen fear that they idll be unable to 
compete in the gro’dng European market unless they build plants behind 
the common tariff vrall. TVe must negotiate dovm the barriers to trade 
betv-reen the two great continental markets, so that the exports of our 
industT}' and agriculture can have full opportunity to compete in Europe. 

Gcruemmental expenditures abroad. Military^ expenditirres form by far 
the greater part of our governmental outlays abroad. We are discussing 
vrith certain of our European allies the extent to ■^'/hich they can increase 
their ovm military' procurement from the United States to offset our 
dollar expenditures there. As a result, the net cost to our balance of 
payments is expected to be reduced during the coming year, in spite of 
increased deployment of forces abroad because of the Berlin situatiom 

To curtail our foreign aid programs in order to strengthen our bal- 
ance of payments would be to sacrifice more than v;e gain. But we can 
cut back on the foreign currency costs of our aid programs, and thus 
reduce the burden on our balance of payments. A large percentage of our 
foreign aid is already/ spent for procurement in the United States; this 
proportion will rise as our tightened procurement procedures become 
increasingly effective. 

IVe have sought to induce other advanced countries to undertake a 
larger share of the foreign aid efiort. We will continue our efforts through 
the Development Assistance Committee of the Organization for Eco- 
nomic Cooperation and Development to obtain a higher level of 
economic assistance by other industrial nations to the less developed 
countries. 

Short-term capital movements. Outfiov/s of volatile short-term funds 
added to the presrares on the dollar in I960. Our policies in 1961 have 
diminished the dangers of disruptive movements of short-term capital. 
For the first time in a generation, the Treasury is helping to stabilize the 
dollar by operations in the international exchange markets. The Federal 
Reserve and the Treasury, in administering their monetary policy and 
debt management responsibilities, have sought to meet the needs of 
domestic recovery' in vrays which v/ould not lead to outfloiv's of short- 
term capital. 

During the past year, vre have consulted periodically with our prin- 
cipal financial partners, both bilaterally and vrithin the framev/ork of 
the OECD. These consultations have led to close cooperation among 
fiscal and monetary authorities in a common effort to prevent disruptive 
currency movements. 

Strengthening the international monetary system. The International 
Monetary Fund is playing an increasingly important role in preserving 
international monetary stability. The reserve strength behind the dollar 
includes otn: drawing rights on the Fund, of which ?1.7 billion is auto- 
matically available under current practices of the Fund. An additional 
$4.1 billion could become available under Fund policies, insofar as the 
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Fund hns a'vtulcible resources in gold nnd luable foreign currencies. Re- 
cently, the Fund has diversified its use of auiencies in meetin? dra-^dnss 
by member cotmtxies, reldng less heoAily on dollars and more heavily on 
tite currencies of countries tdth payments surpluses. Hoisever, the Fund's 
regular holdings of the ciuxeucies of some important industrial coimtries 
are not adequate to meet potential demands for them. 

In a message to the Congress last February, I said: “IVe must note, 
in cooperation rvith other lending cotmtries, begin to consider in 
whidt international monetary' institutions — espedally the International 
ilonetaiy Fimd — can be strengtliened and more effecdt'elv ntiliied, both 
in furnishing needed increases in reserves, and in prodding the fiexibiHt\’ 
required to support a healthv and groidng trorld economv." 

'We ha^‘e now' taken an iinportani step in this direction. Agreement 
has been readied among ten of the mapr industrial countries to lend 
to the Fund sj^dfied amounts of their arrrendes ivhen necessary' to cx)pe 
wth or forestall pressures ^v'hich may impair the international monetary 
SN'stem. These stand-by fadlities of $6 billion idli be a. mapr defense 
against international monetan* speculation and wail powerfully reinforce 
the effectiveness of the Fund. They isiil prodde resources to make our 
dnuvang rights in the Fund eSeedvej, should W’e need to use them. More- 
over, the U.S. stand-by commitment of S2 billion will augment the re- 
sources potentially airiilable through the Fund to other partidpants in 
the agreement, W'hen our balance of pa}Taents and reser\'e positions are 
strong. I shall shortly submit a request to Congress for appropriate 
enabling legislation. . . . 

J7rrrs of the CouveU of Eco7:077iic Adiiscrs, 1963 

The continued unfavorable balance of payments received spedal 
attention by the Council in 1?63. In addition, the Council elaborated 
on the importance of the United States in the world economy (pp. 
P1~9S), the impact on the '^s'orld of domestic expansion in the L nited 
States (pp. PS), and tlie effects of domestic expansion on the world 
competitive position of the United States (pp. lOS— 104). 

THE UNITED STATES AND THE INTERNATIONAL 

ECONO^n^ 

The international economy has undergone a remarkable transfonaa- 
tion in the past decade. For many years after or Id ar II, import 
quotas, discriminatorv' trade practices, and exenange restrictions on all 
forms of international payments characteriied the bulk oi international 
transactions. Though further progress needs to be made, much of this 
xestricti\'e Ie£tnc\' has now been sacept a^\’a}^ TWs transfonnation cul- 
minated in the formal acceptance by the major Etiropean countries in 
early 1P31 of the atrrency convertibility' requii'ements of the Interna- 
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tionn] Monetary Fund. It is a notable acliievement and has far-reaching 
implications for the U.S. economy and U.S. economic polic)’. 

Among the factors facilitating this development has been a massive 
redistribution of the world's gold and foreign excliange reserves. At the 
end of 1918, the United States held 71 percent of the free world’s mone- 
tary gold stock; by June 1962, the U.S. share had fallen to ^0 percent. 
During tlic same period, Western Europe’s share grew from 15 percent 
to 44 percent. In addition, foreign official holdings of liquid dollar assets 
rose by nearly S9 billion. This redistribution ended the excessive concen- 
tration of reserves which had been brought about by the political up 
heavals in Europe in the I930’s, IVorld IVar II, and the requirements of 
postwar reconstruction. In achieving balance of pa)Tnents surpluses whicli 
?built reserves, continental European countries gained greater freedom 
f action to piomote economic expansion and to reduce restrictions on 
nernational transactions. 

The redistribution of reserves was brought about partly tlirough defi- 
its in the international payments of the United States, which led to large 
■ansfers of gold and liquid dollar assets to Europe. These U.S. pa)'menls 
elicits have persisted beyond the point where they improve the distribu- 
on of the world’s monetary' reserves. Indeed, continuing large payments 
eficits by the United States could create doubts about the stability of 
le dollar and threaten the efficient operation of the international pay- 
tents s)stem. As a result, the U.S. Government has had to pay close and 
anstant attention to the net financial outcome of its transactions, and 
lose of its citizens, with the rest of the world. Important measures have 
ceil taken to improve the payments position of the United States, and 
omestic economic policy has been framed with attention to the balance 
f payments and the position of the dollar. International transactions of 
:ie United States are discussed in the first section of tliis cliapter. 

The relaxation of many restrictions on trade and payments and the 
zdistribution of world reserves have not been the only factors trans- 
arming the world economy. The progress of tlie European Economic 
Community (EEC) toivard a rapidly growing, unified, tariff-free market 
ncompassing si.x European countries — and possible more in the future — 
as already profoundly altered world economic relationships. The EEC 
ffers a domestic market broadly comparable to the United States and 
n import market even larger. Liberal access to this market will be vital 
? future foreign trade; exclusion by restrictive import tariffs or other 
arriers could seriously affect the trade and economic development of 
lany countries of the free world. The emerging EEC and the relationship 
f the United States to it are discussed in the second section of this 
iiapter. 

It is noiv generally acknowledged that the responsibility of the indus- 
-ial nations for providing capital and technical knowledge to other 
auntries for economic development requires more than the occasional 
nd sporadic efforts made before the mid-1950’s. Systematic economic 
cvelopment of the low-income parts of the free world — ivithin a span 
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of time that is verj^ short by historical standards— has become a major 
objective of w-estem foreign pohcy. Carning out this gigantic task 
require considerable transfers of capital and technical skilL It v.*il! result 
in large sliifts in the structure of v'orld produaion and trade, and win 
require substantial adjustments m both ad'\nnced and develooing coun- 
tries, Some of these problems are discussed in the third section of this 
chapter. 

These developments have one common characteristic: they brine coun- 
tries economically doser together. They tend to integrate the free world 
economy, Markets will become more unified, competition will be keener, 
and differences among natrons in techniques of production will diminish. 
Substantial progress toward our foreign economic objectives vrilL be made, 
but new challenges for economic policy, national and international, will 
arise. Some of these problems and recent efforts to find solutions are dis- 
aissed in the final section of this chapter. 

U.S. INTERNATIOXAL TRAXSACTIOXS 


THE UNITED STATES AS WORLD TRADER. INVESTOR, AND BANKER 

The United States is by far the largest producing nation in the world, 
accoimting for more than 40 percent of total industrial production of the 
free vvDrld. Its ISS million inhabitants place it fourth among nations in 
poptilation, and its unequalled level of per capita income makes it the 
vcorld $ largest domestic market and largest source of savings. 

As trader 

The basic purpose of our foreign trade is to exchange goods produced 
eSdently in the United States for goods which we can produce relatively 
less efficiently or not at all. International trade lo’ivers costs and raises 
standards of living both a,t home and abroad. Foreign trade accounts for 
a much larger part of transactions of the U.S. economy than is generally 
appreciated. Even though our merchandise exports are only about 4 per- 
cent of total gross n?,tionaI product (GXP), they amoimt on nearly 9 per- 
cent of our total production of movnble gooas. For some products, 
overseas demimd is exceptionally important; it provides over half the 
market for such diverse U.S. produas as rice, DDT, and tracklaving 
tractors. Imports by the United States provide materials essential for 
production and also permit Ameiicvjns varietv' and diversity m their con- 
suiaprion. Cmdal products like nickel and cobalt come almost entirely 
from foreign sources. 

U.S. exports and imports are a major part of v^'orld trade. In the first 
three quarters of 1952, U.S. merchandise imports vs-ere nearly 14 percent 
of total wnrld imports. For some coimtxies and some commontie:^, 
course, the U.S. market is far more important than tins average^ share 
implies. For example, U.S. co&e imports are usually over half of total 
world imports of coffee. . . . 



PROBIXM 205 

payments surpluses in Europe, ^vHIe 5 ^^ears of economic skd; have not 
eliminated the pa}ment5 deSdt. 

Any doubts on this score should be resolved by a consideration ^siiich 
far transcends medianical estimates of balance of pa\ments eEects. Lon^- 
nin confidence in the dollar as an international cmrency, and therefom 
in the international pa}ments s^-stem in vrhich the dollar plays a central 

role, depends on underlying confidence in the American economv on 

its ability to produce emcientiy, to use its vast resources fully, and to 
^vithout infiatiom 

The American economy is still the ultimate ecample — the shovrcase 

of free enterprise in acuom A sluggish American economv -,\ill raise 
doubts e\erytvhere, and especially in the ne^.vly developing nations, about 
the ability of a free enterprise economy to perform e£deiitly and to 
groiv continuously. Full utilizarion and economic gro^'»'th in the United 
States are of critical imporLance to the less de\'eIoped countries in one 
further respect- These countries cannot develop 'idthout an increasing 
demand from abroad for their products. They cannot cirersih- their 
economies wthout export markets for their ne^A^ products — espedally 
light manufactures. Full utilization and full employment in the United 
States not only raise U.S. demand for these imports, but ^sdll also — 
by pennicting iabor^ capital, and enterprise to adjust more readily to 
changing patterns of supply and demand — make it easier to accept ini' 
ports of light manufactures even 'when they compete ’'^dth domestic pro- 
duction. 


co^mmT^^vmvEss of tr.5. rnomcrs 

If full employment and rapid gro';>*ah are to improve the balance of 
payments, there is one cmdai requirement. The comoetitiveness of U3. 
products must continue to improve. Export competitiveness has many 
dimens: ons. induding price, credit a\aiIabLLity. product design, timing cf 
deli\*ery, sales and distribution outlets, and senfcing facilities. Strength- 
ening the U£. export position therefore requires a bro?.dly gauged pro- 


In the past two yearst the Department of Commerce has launched an 
export dri'V''e to inform porendai U.S. exporters about sources of foreign 
demand and to acquaint U.S. manufacturers tdih foreign requirements. 
Details of the Xadonal Export Expansion program are given in Appendix 
A. In July i9d2, a Nadonai Export Expansion Coordinator v-ns ap^ 
pointed by the President to o^'ersee and coordinate the many aspects or 
the export promodon program- The Department of AgrictUure. in co- 
operadon with pri'vnte trade groups, has under '^vay an extensive export 
promotion program directed at expanding foreign doEar markets for L .S. 
fcod and agricultural products. More than 40 agriculture and traae groups 
cooperate ■with the Foreign Agriculturad Service in carrying out tuis pro- 
gram- In addition, as described in Appendix A. the Export-Impon Banx 
has greatly' improv'ed its export credit programs and has insdtuted c. neiv 
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credit insurance program to bring the credit facilities available to U.S. 
exporters closer into line idth those available to European exporters, 
f Vhile these export credits defer receipts from foreign importers to a later 
date, the enlarged exports serve to interest foreigners in American prod- 
ucts and Americans in foreign marhets. 

A key element in competitiveness is price. If tve tvant to sell more 
abroad, ve cannot allow our prices — and particularly the prices of our 
exports — ^to rise relative to those of our major foreign competitors. . . . 


The Trade Expansion Act of 1962 

As part of the United States attempt to lessen its unfavorable bal- 
ance of payments the Trade Expansion Act of 1962 was passed to help 
promote United States exports. The importance of this measure tvas 
discussed in the 1963 Report (pp. 113-115). 

The Trade Expansion Act 

The iv’hole free i\’orld can benefit from removal of age-old national 
barriers to the full utilization of Emrope’s produaive strength. But the 
nations of the free world, both isdthin and outside the EEC, must assure 
that the EEC uses its new power, not as a lever to secure gains for its 
members at the expense of nonmembers or for some of its producers at 
the expense of others, but as an engine to promote economic progress 
and cooperation throughout the world. 

The Trade Expansion Act of 1962, signed by President Kennedy in 
October, is designed to meet this challenge by enabling the United States 
to bargain more effectively and comprehensively. The tariff reducing 
authority proUded by the Act (outlined in Appendix A) greatly increases 
U.S. flexibility in tariff negotiations, particularly in negotiations ivith 
the EEC. If the United Kingdom becomes a member of the Community, 
the special authority to negotiate tariff reductions greater than 50 percent 
lUth the expanded EEC on goods for which the United States and the 
EEC together furnish 80 percent or more of rvorld exports irould apply 
to a lUde variety of products, including coal, organic chemicals, trans- 
portation equipment, most kinds of machinery, photographic supplies, 
paints, cosmetics, and miscellaneous chemical products. In 1960, free 
world exports of those goods to which the special authority would apply 
amounted to some S22.5 billion; of this total, exports from the United 
States were S8-8 billion. Those from EEC countries plus present appli- 
cants were S10.4 billion. The United States and the EEC as presently 
constituted accounted in 1960 for 80 percent of ivorld exports in only 
two commodity groups: aircraft, and margarine and shortenings. 

It will not be easy for the United States and the EEC to reach a tariff 
agreement of the comprehensive scope that is essential. But both sides 
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realize tlie importance of providing a liberal frame^vork for ^vorld trade. 
Since any tariff reductions negotiated by tlie United States, tlie EEC, and 
other participants mil be extended to other free %vorld nations on a 
most-favored-nation basis, these trade negotiations mil contribute to a 
general expansion of free world trade. This extension of tariff reductions 
to other countries gi\^es tliem a direct interest in the success of trade 
negotiations under the Trade Expansion Act. General tariff reductions 
should benefit all nations, including tliose exporting products in competi- 
tion '^ritli tlie exports of former African colonies '^vhich now have pre- 
ferred access to tlie EEC market. Negotiations under the special authority 
will also benefit major industrial nations such as Canada and Japan — the 
two largest trading partners of the United States. To achieve maximum 
success in tariff reduction, full participation of all major trading nations 
in the forthcoming negotiations ^rill be essential. 

Since trade in many important agricultural products is restricted not 
only by tariffs but also by quotas and otlier barriers, negotiations con- 
cerning agricultural trade are likely to prove especially complicated and 
difficult. Both the EEC and tlie United States may have to make conces- 
sions tliat ^rill be painful to some producers in each area. 'With the help 
of the bargaining authority given by die Trade Expansion Act of 1962, 
die United States hopes to obtain substantial liberalizadon of trade in 
agriailtural products and to avoid, in the long run, any unfavorable net 
impact of EEC agricultural policies on U.S. agiicultural exports. Some 
short-run U.S.-EEC understandings along these lines have already been 
readied. In particular, die EEC has agreed that, if the common policy 
for grains should result in a reduction in trade in higher quality ivheat, 
corrective acdon irill be taken to restore historical relationships. Also, 
during die last GATT round of tariff reductions, die United States re- 
ceived important concessions on several agiicultural commodities, indud- 
ing cotton and soybeans. The EEC has agreed to negotiate furdier on 
trade access for ordinary ivheat, corn, grain sorghum, rice, and poultr)% 
and to reconsider during die next general round of negotiations die high 
external tariffs for tobacco and vegetable oils. 

These understandings, stemming from the tariff negotiations conduded 
in early 1962, are limited and do not themselves assure access for U.S. 
exports diat compete irith domestic EEC production. Hoirei^er, they 
point toivTird rather than aivay from liberalization. In contrast, the early 
actions implementing the Common Agricultural Policy indicate a trend 
toivmrd increased protection. It would be unfortunate if this trend were 
not reversed. The revei'sal ivtill be painful to some EEC producers is^ho 
have emdsaged the Community as an assured market for their products, 
but will be in the general interest of EEC consumers. 

In return for assurances that the EEC irill set prices at levels idiich ivill 
allow effident exporters continued access to their markets, the United 
States may have to limit its ovm export subsidy program and subject its 
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own domestic price policies to international review. U.S. agricultural 
policies and programs, like those of other agricultural exporting coun- 
tries, will be subject to close examination and our waiver in the GATT, 
permitting us to restrict agricultural imports under certain specific con- 
ditions, is likely to come under increasing criticism. 

Quantitative restrictions, prohibitive import duties, and subsidies are 
out of place in the world which both the United States and other indus- 
trial nations are trying to build. They do not meet the long-run needs 
of producers and consumers in these developed countries; they restrict 
mutually advantageous trade; and they are unfair handicaps to the devel- 
oping countries in other continents. . . . 

Development Assistance and Trade Expansion 

Increased attention was given in the 1964 Report to the issues of 
development assistance and trade expansion (p. 12) as follows: 

The Kennedy Round. The United States’ 30-year campaign to reduce 
barriers to world trade — and the intensified pursuit of that goal signalled 
by the passage of the Trade Expansion Act of 1962 — ^will reach a climax 
in 1964. 

U.S. industry and agriculture are in excellent condition to seize the 
new opportunities offered by trade liberalization and to weather the 
adjustments that may be required. 

Our goal is a more prosperous i\merica in a more prosperous world. 

The developing countries. Reduced trade barriers will expand exports 
and help an increasing number of developing countries to become self- 
supporting. 

But for most poorer countries full self-support is still some distance off. 
We must help them find a path to development through freedom — and 
freedom through development. 

Our development assistance effort must and will be more sharply 
focused and rigorously administered. We shall encourage others to share 
more of its burden and seek a larger role for private investment. But a 
strong development assistance program continues to be vital to our pur- 
suit of peace and stability in the free world. 


Views of the Council of Economic Advisers, 1964 

Concern over the balance-of-payments situation continued to be 
expressed by the Council in 1964 as it reviewed the nature of the 
balance of payments problem (pp. 121—123). 

Since one of the major factors in the balance of payments reflects 
foreign aid, policies concerning foreign aid were discussed in the 1964 
Report (149-150). 
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to bring its external accounts into equilibrium, to minimize its loss of 
gold, and to protect the dollar from possible speculative attack. At the 
same time domestic policies designed to achieve high employment and 
more rapid economic growth have been framed with a view to reinforcing 
the specific balance-of-payments measures. 

THE NATURE OF THE BALANCE- OF-PAYMENTS PROBLEM 

The U.S. balance-of-payraents problem does not reflect any over-all 
tendency for the United States to “live beyond its means/’ Americans 
collectively do not spend more than their real incomes permit and there- 
fore do not absorb goods and services, on balance, from the rest of the 
world. On the contrary, the United States earns a large surplus on com- 
mercial account — that is, its exports of goods and services exceed its im- 
ports. The deficit in its external accounts arises from the fact that the 
United States transfers abroad — through military expenditures, foreign 
assistance, and private capital movements — a sum of dollars larger than 
the surplus on goods and services. This excess of dollar payments mea- 
sures the “deficit on regular transactions.” In recent years, as discussed 
below, the transfer of gold and liquid dollar balances abroad has been 
less than the deficit on regular transactions, as the result of a number of 
special transactions undertaken in cooperation with European surplus 
countries. 

The United States deficit does not reflect a reduction in net worth in 
relation to the rest of the world. In fact, U.S. assets abroad — ^in the form 
of private equity investment, short- and long-term credits, and govern- 
ment loans — ^have in general been increasing faster than U.S. liabilities. 
The U.S. deficit does reflect a loss of liquidity in the form of a reduction 
in gold reserves and a build-up of liquid liabilities to foreigners. This 
way of characterizing the imbalance in the U.S. payments position does 
not lessen the urgency of correcting it. 

As it takes steps to restore equilibrium in its external accounts, the 
United States must perforce be conscious of these major considerations: 

1. Its actions to correct the balance-of-payments problem need to be 
consistent with its domestic objectives; a healthy domestic economy is 
important not only to Americans but also to the rest of the world. 

2. The United States carries heavy responsibilities for the military 
security and the economic development of the countries of the free world. 
These responsibilities should not be compromised by measures taken to 
improve our payments position. 

3. In adopting measures to cope with the balance of payments, the 
United States should avoid any lapse in the effort, in which other free 
world countries join, to reduce barriers to international transactions. 

4. Finally, in formulating policies it must recognize that the several 
components of its balance of payments are interrelated. For example, a 
reduction in capital outflows or foreign aid would reduce the deficit only 
to the extent that it did not also cause a fall in exports. Similarly, a reduc- 
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tion (or slower increase) in imports would improve oiir payments posinon 
only to tlie extent that it did not cause other countries to buv less irom 

ns, . • . 


U,S. ASSISTANCE OF ECONOMIC DE^XLOPMENT 

OATRSE.\S 

Much of the 'scorld in M'hidi the United States conduas its economic 
affairs consists of poor countries no^^• lu^ntly 5tri^■i^lg to modernize and 
de\'elop tlieir economic systems. Oiir economic relations 'sdth these coun- 
tries consdinte a major aspect of U,S. foreign polio', and tiiev interact 
t\iih onr domestic economic performance and programs. Because of the 
sharp debate over the U,S. foreign aid program that '^v'as moimted during 
the past year and still goes on, this is a partiaiiarly appropriate time for 
xerietring onr economic relationships tcith these less developed countries. 

E^'en if there rcere no other reasons, the sheer sire of the United States 
would give our economic performance and policies a particular sig- 
nificance for the developing nations. These nations depend heavily on 
American sarings as a major source of capital: on American science, tech- 
iiolog}', and management as a major source of productive and organira- 
tional technique: and on American markets as a major source of demand. 
Rapid growth and prosperity in the United States make an important 
contribution to establishing favorable conditions for economic develop- 
ment abroad, 

A great vruieiy' of American activities — by U,S. businesses, consumers, 
tourists, and private nonprofit institutions, as well as Government — sig- 
nificantly aSect the dev'doping cotmtries. and these activities reSect a 
variety of purposes. The foais of this chapter, hov'i'ev’er, is on the eco- 
nomic policies of the U.S, Gov'emment tov\ard the developing cotmtries. 


Evormox axd Raxioxaij: 

In common usage “foreign aid" refers to transfers on concessionary 
terms of goods, services, or purchasing power from one gov^emment to 
another, either direalv or through the medium of international organiza- 
tions, (Frequently, although the relations between sovereign nations 
require that it be agreeable to the recipient gov'emment, aid is destined 
for specific private uses. Also the term “foreign aid ^ sometimes is ex- 
tended to foreign transfers bv private nonprofit institutions,) 1\ nile all 
such gov'emmental transfers are intended to serve the general foreign 
policy interests of the donor countrv', the aid mechanism is a vehicle that 
can be a,dapted — and ha,s been adapted by the L in ted States — to many 
specific uses that vary ov'er time and from place to place. For example, 
arms shipments coupled vrith miiitarv' uaining hav'e been supplied to 
nations directiv' threatened by a foreign povrer hostile to our interests, 
but such programs mav* not be appropriate in otner si tirat: ons, 

‘‘Development assistance"' is only one type ot foreign aid. But it is a 
typ^ that, while guided by the b?,sic criterion of our foreign f>olicv inter- 
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ests, 35 properlj- hzsed on economic analysis and e^-aluated in concrete 
economic terms. This chapter T.-ill deal primarily sdth this ts'pe of foreign 
aid, rather than vrith progtams that are of necessity dominated by polit- 
ical or military considerations of a tactical nature. All the same, it is vtell 
to recognize that assistance can evolve from one form to another vdthin 
the same administrative frames*, 'ork — as the cases of Greece and Taiv,'an, 
for example, s-.-eU illustrate. Since our early aid efforts in these nations 
svere responses to military crises, internal and external, longer-run eco- 
nomic development considerations properly took a subsidiary position. 
Both countries soon gained a measure of internal security' and political 
stability. Our interests, as vrell as theirs, then dictated embarking on a 
program of long-run economic development. 

SHimS'G POLICY GOALS 

.American aid commitments during the early posttrar period had short 
time horizons. The Marshall Plan and its various instrumentalities v.'eTe 
a response to the posr/.'ar economic chaos and vzere designed to tide 
highly industrialized nations over a reconstruction period. The Marshall 
Plan succeeded handsomely and ended ahead of schedule. 

Iffeanv-'fiile, the social, political, and economic revolution s^-.'eeping the 
underdeveloped v,'orld vzas beginning to give our aid program a new 
focus. Throughout much of Asia, Africa, and Latin .America, rising eco- 
nomic expectations coincided trith the disintegration of traditional colo- 
nial empires and the emergence of independent but inexperienced and 
vulnerable nations. Their desire for the benefits of the Industrial Revolu- 
tion v,*as not matched by the skills, the social and political traditions, and 
the capital required for an industrial economy. 

Our initial response was President Truman’s Point T' Program of 
technical assistance. Barely had his proposal been acted upon, however, 
when the Communists in mid-1950 invaded the Repubhc of Korea — 
highlighting the vulnerability of the emerging nations to military attack 
and their need for more than technical assistance or capital for develop- 
ment projects. For the next fe*w yearn, reinforcement of the military 
strength of the free world received primary' attention from American 
policymalmrs. , . . 

Amelioration of Balance-of-Pa'jments Deficit 

The 1965 Report elaborated on policies designed to ameliorate the 
balance-of-payments deficit (pp, 13 and 70—73). Note that it covered 
much the same ground as the prior reports. 

Continued cost and price stzhiHty is fundamental to correction of our 
balance of payments deficit — it is the foundation on vrhidi we must build 
our entire effort to zcbisn'e external equilibrium. In addition, vre must 
continue and intensify more specific attacks on the problem. 
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• We are continuously reviewing our aid and defense programs to 
adiieve the maximum savings in dollar expenditures abroad. Our 
aid progx'ams must remain closely tied to exports of U.S. goods 
and seiwices^ until tlie balance of payments problem has been 
eliminated. 

• We must continue and strengthen measures to promote U.S. ex- 
ports. 

• We will be alert to restrain any persistent outflow of short-term 
private funds in response to relatively high short-term interest 
rates in foreign countries. 

• To increase our ability to attract foreign investment in U.S. se- 
curities, legislation will be proposed to improve the tax treatment 
of sucli investments. 

More broadly, we need to reassess the adequacy of existing programs 
to deal with the balance of payments problem, , . , 

During the past four years, the external payments position of the 
United States improved. For most of 1964, the balance of payments deficit 
on regular transactions ran at an average annual rate of little more than 
half the $3.9 billion recorded in 1960. However, while tlie improvement 
was substantial and occurred during a period when the U.S. domestic 
economy enjoyed strong and sustained expansion, it is by no means 
enough. Moreover, it now appears that an unusual combination of fac- 
tors resulted in a sizable rise in the deficit during the fourth quarter. 
Thus, the balance of payments continues to require serious attention. 

Wlien the Kennedy-Johnson Administration took office in early 1961, 
the United States had just experienced its third successive year of large 
payments deficits. Sucli deficits did not mean that the country was ‘‘living 
beyond its means*' in terms of its use of resources or that the wealth posi- 
tion of the United States was impaired, for our exports of goods and 
services were substantially in excess of our imports and our total assets 
abroad were rising faster than our liabilities. The deficit did, however, 
represent a decline in net U.S. liquidity tliat could not be permitted to 
persist, particularly in view of the special role of the dollar as a major 
reserve currency. There were indications, moreover, that the underlying 
competitive position of U.S. export products had been deteriorating for 
a number of years, suggesting possible further increases in the payments 
deficit. And in late 1960, international currency markets had become 
unsettled as speculative outflows of short-term dollar funds increased and 
tlie price of gold on the London gold market rose sharply. 

The need for action to improve the U.S. external balance was thus 
readily apparent. At tlie same time, however, doubts were being widely 
expressed that an improvement in the payments position "would be 
feasible if the new Administration were to pursue its announced goal of 
renevdng economic expansion. Indeed, the view was widely held that the 
rise in imports normally associated with economic expansion would 
necessarily worsen our international accounts. 
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This view was rejected by the Administration, Instead, policies were 
based on a fundamental conviction that sound growth of the domestic 
economy was compatible with longer-run improvement in the balance of 
payments. Only a strong, resilient, and dynamic economy, characterized 
by reasonable price stability, would permit the gains in productivity and 
provide the spur to innovation needed for an underlying improvement 
in our international competitive position. Moreover, a vigorous and dy- 
namic U.S. economy could be an attractive magnet for private investment 
funds, thereby leading to an improvement in the U.S. capital account. 
While maintenance of the dollar as a strong reserve and trading cur- 
rency required that major attention be given to the balance of payments, 
it was recognized that the strength of the dollar depends fundamentally 
on the continued vigor of the American economy in a setting of stable 
prices. 

It was clear, however, that economic expansion alone could not bring 
about the needed improvement in our external position, particularly in 
view of continuing U.S. commitments for the defense of the free world 
and assistance to the developing countries. An array of special policy 
measures was thus required to permit simultaneous progress toward do- 
mestic expansion and external balance, in ways that would minimize any 
conflict with the basic longer-range U.S. goal of growing freedom in 
world trade and payments. Only a flexible and imaginative combination 
of a wide range of policy instruments could serve these purposes. 

The various actions taken to raise domestic demand and to adapt 
monetary policy to the dual requirements of external balance and do- 
mestic expansion have been discussed above. Other measures taken in 
1961 and 1962 and reinforced in mid-1963 included more direct efforts 
to stimulate exports, to reduce the Government's contribution to the 
payments deficit through its overseas expenditures, to reduce outflows 
of private capital, and to moderate the growth of tourist outlays abroad. 
New techniques were devised for financing the deficit in ways that would 
minimize gold outflows and strengthen confidence in the dollar. In addi- 
tion, increased cooperation among financial and economic authorities 
here and abroad help to strengthen the defense of international cur- 
rencies against speculative attacks. 

The record of the past four years has demonstrated the essential valid- 
ity of this approach. While imports of goods and nonmilitary services did, 
in fact, rise by about $5 billion, in line with the expansion of the domestic 
product between 1960 and 1964, exports of goods and services (excluding 
exports financed by the Government and including earnings on invest- 
ments abroad) increased by nearly $7^2 billion. Gross outflows of Gov- 
ernment capital have continued to rise moderately, but the net impact of 
all Government programs on the payments deficit has been reduced by 
about $1.1 billion. The over-all improvement in the balance of payments 
attributable to these various factors approaches the total payments deficit 
in 1960. 

Despite these gains, the decline in the deficit has been less rapid than 
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— ^to work tov^^xd reduction of trade barriers, so that all nations may 
reap the benefits of freer trade; 

— to improve the international monetary system, so that it ivill con- 
tinue to facilitate sound and orderly growth of the v/orld economy; 

— to press fortvard tvith the other fortunate nations in the great 
international task of our age: helping those countries not'/ eco- 
nomically less advanced v/hich are prepared to help themselves 
make rapid progress tov/ard a better life in treedonL 

Balaxce of Pay^^lexts 

Decisive progress v/as made in 1965 totvard reducing our balance of 
pa^-ments deficit. Though the results for 1965 are gratifying, we cannot 
afEord to relax. We have not yet balanced our external accounts. 

For 1966, external balance is our goal. It requires that 

• Business continue to cooperate tvholeheartedly in follotving the 
strengthened guidelines governing capital flow’s announced in 
December; 

• Banks and financial institutions maintain their excellent perfor- 
mance of last year; 

• Businesses sell even more abroad this year, in spite of full domestic 
order books; 

• Business and labor keep costs and prices stable in order to main- 
tain the competiveness of our goods and services in international 
markets; 

• Government v/ork vigorously to minimize the dollar drain abroad 
of its aid and defense programs as well as all other activities; 

• The Congress pass the tax legislation I recommended last year to 
enhance opportunities for foreigners to invest in the United States; 

• We intensify' our efforts to encourage our ovm citizens and for- 
eigners to travel in the United States. I am directing that high 
priority be given to these efforts. 


Tp^e 

The year 1966 is the year v/hen the v/orld can take a giant step forward 
in liberalizing international trade by successfully concluding the Ken- 
nedy Round of negotiations to reduce trade barriers on all classes of 
products. The resulting grov;th of world trade and v/orld income wdll 
benefit all countries, developing as v/ell as industrial. The United States 
“v'dll bend every* effort to get meaningful negotiations back on the track. 
This great venture in international cooperation must not fail. 

We shall continue our efforts to improve the trade prospects of the 
developing countries by helping to stabilize commodity trade, by sup- 
porting regional integration among them v/here practical, by providing 
access to markets, and by giving positive assistance to export promotion. 
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Interxatioxal Monetary Reform 

As 'sve achieve and maintain balance in our external accounts, dollars 
no longer add to international monetarj’ resen*es as they have in 
the past, ^Ve learned long ago that is'e cannot rely on gold alone. The 
free '^vorld must look to ne’^v sources of liquidity — rather than to deficits 
in the U.S. balance of payments — to support gro'iang international trade 
and payments, 

'We are, therefore, pressing forvrard '^sdth other nations 
— to assure the adequate and orderly gro'vvih of '^vnrld monetaiy re- 
senns; 

— ^to improve the adjustment of imbalances by both surplus and 
deficit countries; 

— to strengthen the monetar)' sptem that has ser^^ed the 'svorld so 
^vell, 


Vicios of Presidcjit Johnson, Economic Report of 1967 

The 1967 Report by President Johnson continued the approach of 
the nro preceding years, aimed at alle\dating and correcting tlie balance 
of payments problem, as seen in the folloivdng extract (pp. 14—16): 

Balance of PA'i’xrENTs 

'\\"e can take some satisfaction in the fact that oxur balance of pay- 
ments in 1956 may prove to have been in surplus on official reserve 
settlements. Despite the added costs of the xcar in Vietnam and the rapid 
growth of imports, our deficit on a liquidity' basis increased only slightly 
in 1966. 

But we cannot relax our efforts to seek fiuther improvement. 

Our goal in tlie coming }‘ear is to continue to move toxvard balance of 
paxments equilibrium as rapidly as the foreign exchange costs of the 
Vietnam conflict may permit. This goal xviU be supported through 
measures and policies consistent xvdth healthy grovTh at home and our 
responsibilities abroad. 

already have extended and reinforced the volimtar}' restraint pro- 
grams for corporate investment abroad and for foreign lending by 
financial institutions. I am counting on the continued full cooperation 
of businesses and banks xvith these programs in 1967. And I have in- 
structed all agencies of the Government to intensify tlieir efforts to limit 
the dollar drain resulting from their acti\'ities. 

But more is needed. I now recommend the follotting steps: 

1. The Congress should extend the Interest Equalization Tax, in 
strengthened form, to July SI, 1969. This tax has proved ex- 
tremely usefid in limiting the borroxting of developed countries 
in our capital markets and in reinforcing the Federal Reserv^e vol- 
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untary program. As we move toward easier money in the United 
States, foreign borrowing in our financial markets may tend to 
increase. I am therefore requesting authority to adjust the rates 
of the Interest Equalization Tax as monetary conditions warrant, 
so that the effective impact on interest costs can be varied between 
zero and 2 percent. This would replace the present flat 1-percent 
impact. 

Moreover, to ensure against possible anticipatory increases in 
foreign borrowing, I am also requesting that the tax be imposed 
at rates which provide an impact of 2 percent on interest costs 
while the legislation is under consideration by Congress. 

2. The most satisfactory way to arrest the increasing gap between 
American travel abroad and foreign travel here is not to limit 
the former but to stimulate and encourage the latter. I shall 
appoint in the near future a special industry-Govemment task 
force to make specific recommendations by May 1, 1967, on how 
the Federal Government can best stimulate foreign travel to the 
United States. After a careful review of their advice, I shall ask 
the U.S. Travel Service and other appropriate agencies to take 
the steps that seem most promising. 

S. As part of our long-run balance of payments program, I shall also 
— ^request continuation and expansion by |4.5 billion of the 
lending authority of the Export-Import Bank in order to 
support the expansion of exports; 

— continue to urge other countries to participate in the devel- 
opment of better means both of sharing the resource burdens 
and of neutralizing the balance of payments effect arising 
from the common defense and foreign assistance efforts. 

4. For the longer run strength of our payments balance, we should 
intensify efforts to 

— stimulate exporters’ interest in supplying foreign markets; 
— enlist the support of the financial community to attract addi- 
tional foreign investment in the United States; 

— encourage further development of foreign capital markets. 

In 1966, significant progress was made toward a better international 
monetary system. Through close consultation and cooperation among 
the financial authorities of major countries, temporary strains were met 
promptly and effectively. 

Two large forward steps were taken on the road to international mone- 
tary reform: wide consensus was reached on basic principles for the 
deliberate creation of additional reserve assets; and the negotiations 
advanced to a second stage in which all members of the International 
Monetary Fund are participating. 

An even greater effort must be made in the coming year to improve 
our monetary system. In particular, I urge that 
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— all countries participate in the continuing task of strengthening 
tlie basic monetar)^ arrangements tliat have served tlie Avorld so 
rvell; 

— ^both surplus and deficit countries assume their full responsibility 
for proper adjustment of international payments imbalances, and 
cooperate in efforts to louver trorld interest rates; 

— ^full agreement be readied on a constructive condngenc)" plan for 
the adequate and orderly groisth of w’orld monetar)" resen’es. . , . 



12. MISCELLANEOUS ECONOMIC 
PROBLEMS AND POLICIES 


In the Introduction ive indicated that the President’s Economic Re- 
ports basically are macro-economic in scope and content. This should 
not be taken, however, to mean that micro-economic issues relating to 
firm and consumer decisions are ignored. Indeed, there are virtually no 
topics v/ithin the range of economic principles, problems, and policies 
that are not treated in these reports. 

In the foregoing sections, we have attempted to review how major 
economic policies are handled. Space has prevented a complete cover- 
age, however, of all problem areas. There are a fetv remaining ones 
that we lump together in the following section, and present a sample 
of the manner in which they were handled in various reports. Others, 
such as consumer ivelfare, antitrust, urban development, and social 
security, iv'e have mentioned as continuing policy areas, but editorial 
limitations preclude a fuller treatment of them. 


(1) Unemployment 

The 1962 Report presented an excellent description of the nature 
of and the problems associated with unemployment, as excerpted 
below (pp. 40-44): 

Reasons for Concern over Unemployment 

The great depression led this Nation, and most other nations of the 
free world, to assume national responsibility for the human tragedy and 
economic waste of involuntary unemployment. Unemployment had pre- 
viously been regarded as almost solely the personal responsibility of the 
individual; now it came to be acknowledged as a charge on the conscience 
of the Nation. The mass unemployment of the 1930’s led to a new under- 
standing: that to be unemployed is not to be unemployable; that job 
opportunities for indi%4dual w'orkers depend on national economic cir- 
cumstances beyond their control. 

There are three principal reasons why involuntary unemployment is a 
national concern: (I) the human obligation to prevent and to relieve 
economic distress, (2) the basic principle of a free economy that an indi- 

220 
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'\idiial should be able to choose freely how to use his time, whetlier to 
work for pay or not, and (3) the economic ’^vaste of Iea\’ing productive 
resources idle. 

Prci^nting econorr.ic distress. First, a wealthy nation cannot in good 
conscience permit its citizens to be inadequately nourished, doihed, or 
housed: its sick to be denied medical core: or its young to be deprived of 
schooling. Lnempio)ment insurance and public assistance are recogni- 
tions of this social obligation. But they are not substitutes for the oppor- 
timity to earn income from useful empio}Taent. For the breadinnner and 
his family, unemployment means a reduedon in lidng standards. Only 
about three-fifths of the unemployed in iP51 icere receidng imemplov- 
ment insurance benefits. Even those tv'ho tvere insured generally found 
tceekly benefits a pale shadow of their lost isriges. 'IVhen the tmemploy- 
ment insurance program uris inaugurated in the late I930*s, the goal was 
to prodde benefits equal to about half of pre\ious earnings. As Table 1 
indicates, benefits now do not meet this standard. The Administtadon 
has proposed permanent legisladon to strengthen the imemployment 
insurance sy'stem in this and other respects. 

For all too many, imemployment has not been simply an uncomfortable 
interlude between jobs but a catastrophe of long duradon; almost one- 
third of those unemployed in December 1951 had been out of work for 
15 or more weeks and one-sixth had been imemployed for at least 27 
'weeks. Family sa^-ings ^rmish ^vhen unemployment is prolonged. 

Unemployment is not a perfect meastire of the incidence of economic 
distress. Failure to find work does not entail poverty^ for some imemployed 
persons: women whose husbands have good jobs, young people who 
can fall back on weli-tCKlo parents, older people who nave assured liveli- 
hoods from property incomes or annuides, people who earn an adequate 
amnual income from ivork at a seasonal occupadon during pare of a year. 
On die other hand, there are many causes of economic distress other 
than unemployment. Some persons, though employed, suffer from re- 
duced and inadequate incomes resulting from failure to obtain more than 
part-dme or occasional ivork. or to earn decent returns from long hours 
of self-employment on the farm or in the shop. Other indi^'i duals are not 
regarded as unemployed simply because, discouraged by a lack of suitable 
opportimides. they have abandoned the search for jobs. Included in this 
group ore indi^'iduals idth personal disabilities who can find jobs only 
ichen labor markets are tight. 

Neverdieless. changes in unemployment are indicative of changes in 
the over-all mamitude of economic distress. The same conditions of gen- 
eral prosperity tvliidi lead to lower unemploraiexit dgiires also lead to 
lower rates of involuntar)' part-time idleness, to better detvards from self- 
emplotment. and to more fob opporettnities for persons on the Mn^es of 
the labor force, 'While effective measures to provide adequate job oppor- 
tunities will not solve all problems of economic distress, diey -will solve a 
substantial share of them. And ■ivithout sticcessful policy against general 
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the 5el£-employed and ne^v entrants to tlie labor force. (2) The unem- 
plo)ment rate among married 772671 Iking xvith their uives. This measure 
relates to indi\idii]s is'hose commitment to the labor force is permanent 
and necessary to the support of their families. It does not co\*er all indi- 
Aaduals witli such a commitment, and conceptually it is inappropriate 
botli as a measure of economic ivaste and as an indicator of in\ oluntar\* 
unemploraient among pei'sons "‘able, drilling, and seeldng to ^vork/* 
(3) A full-time equivalent measime ^cliich (a) adds to the '^cholly unem- 
ployed the fidl-time equivalent of ivork lost by involuntar)* part-time 
employment and (b) subtracts die self-employed from both the labor force 
and cirilian employment on the grounds that they are not subject to the 
risk of unemployment This concept has merit as a measure of economic 
'waste and of imbalance in markets for hired labor. (4) The number of 
lo7ig-tcrm unemployed, those 'ivho have been jobless for more than 15 
'^ceeks, as a percentage of the labor force. This rate is an important 
mc3.siire of the financial and social distress caused by the concentration 
of prolonged unemployment on a small fraction of the labor force. 

The differences among these measiues reveal more clearly than any 
single measiue the anatomy' of unemployment. But they shoic no sys- 
tematic tendency* to iriden or narro'w. If due allo'v\’ance is made for 
voladlity* in month-to-montli movements all five measiues tell the same 
story* about changes in economic conditions. . . . 


(2) Full Employment Surplus 

The importance of the Federal budget is magnified as it acts as a drag 
against or stimulus to the economy. One i\ny* of studying the effects of 
the budget is by means of the concept of the full employment surplus. 
This concept iras described and analy’zed in the 1962 Councirs Report 
(pp. 7S~S1). 

. . . [T]he magnitude of the siuplus or deficit in the budget depends 
both on the budget program and on the state of the economy*. The budget 
program fixes both tax rates amd expenditiue programs. The revenues 
actually* yielded by* most taxes, and the actual expendi trues under cer- 
tain programs like unemployment compensation, \*ary* automatically 
irith economic activity*. To interpret the economic significance of a. given 
budget it is. therefore, essential to distinguish the automattc changes in 
revenues and expenditiues from the discretionary; changes wliich occur 
ivhen the Government 'v'aries tax rates or changes expenditure programs. 
The discussion that folloivs runs in terms of the national income accounts 
budgeL 

In Chart 6 this tuofold aspect of fiscal policy is portrayed for the fiscal 
years 1960 and 1962. Since tax revenues and some expenditures depend 
on the level of economic aedrity, there is a ivhole range of possible sur- 
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pluses and deficits associated v;ith a given budget program. The partic- 
ular surplus or deficit in fact realized idU depend on the level of economic 
activity. On the horizontal scale. Chart 6 shows the ratio of actual GNP 
to the economy’s potential, labeled the “utilization rate.” On the vertical 
scale, the chart shotvs the Federal budget surplus or deficit as a percentage 
of potendaJ GNP. 


CHAS7 6 

Effect of Level of Economic Activity 
on Federal Surplus or Deficit 



2//CTUJL FErCHMT Cr FOTENTIAL 
lOSPCEz CCG’^tOLCr ECCHuWICABVISESj. 


The line labeled '"fiscal 1960 program" represents a calculation of the 
budget surplus or deficit ■^v'hich would have occurred at various levels of 
economic activity, given the Federal expenditure programs and the tax 
rates of that year. For the reasons explained earlier, the same budget 
program may }ield a high surplus at full employment and a lov/ surplus 
or a deficit at lo'vv" levels of economic Rctivity* The actual budget position 
. in fiscal year 1950, a surplus of S2.2 billion or 0.4 percent of potential 
GNP, is shovm at point A; this accompanied a level of GNP 5 percent 
faelcr/r potential. Had full employment been achieved that year, however. 
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the same basic budget program ^v^oiild have yielded a surplus of about 
§10 billion, or nearly 2 percent of gross national product (point F in the 
chart). The line labeled **1962 program^* similarly shoi\"s tlie relationship 
between economic acmdty and the surplus or deficit, for the budget 
program of 1962; the expected deficit is sho^ra at point B, and the full 
emplo}inent surplus at point G. 

It is tlie height of the line in Chart 6 ichich reflects the basic budget 
program; the actual surplus or deficit depends both on the height of the 
program line and the level of economic acthlty. In other ivords, discre- 
tionar)* fiscal poliq', by changing the level of Government expenditures 
or tax rates shifts the ^vhole program line up or dovm. The automatic 
stabilizing effects of a given budget program are reflected in the chart by 
movements along a given line, accompanying changes in economic ac- 
tiyity. One convenient method of comparing alternative budget pro- 
grams, which separates automatic from discretionarj' clianges in surplus 
and deficits, is to calailate the surplus or deficit of each alternative pro- 
gram at a fixed level of economic acmity. As a convention, this calcula- 
tion is made on tlie assumption of full emplo}Tnent. In Chart 6, the 
points F and G mark tlie full employment surplus in the budget programs 
of fiscal years 1960 and 1962, respectiy^ely. The statement, **the fiscal 1960 
budget had a laiger full emplo}ment surplus, as a fraction of potential 
GNP, than the 1962 budget’* is a convenient shorthand summar}' of the 
fact that the 1952 budget line vnxs beloyr the 1960 line, }ielding smaller 
surpluses or larger deficits at any comparable level of actiyaty. 

The full employment surplus rises through time if tax rates and expen- 
ditme programs remain unchanged. Because potential GNP groys's, the 
voinme of tax revenues yielded by a fully employed economy rises, yvhen 
tax rates remain unchanged. Full employment revenues under existing 
tax layrs are gi'oydng by about §6 billion a y-ear. IVith unchanged dis- 
cretionary expenditures, a budget line drayra on Chart 6 yvould shift 
upyrard each year by about 1 percent of potential GNP. 

The full employment surplus is a measure of the restrictiy*e or expan- 
sionary* impact of a budget program on over-all demand. Generally speak- 
ing. one budget prognnn is more expansionary' than another if it has a 
smaller full employment surplus. One budget program might have the 
smaller full employment surplus because it embodies greater Federal pur- 
chases of goods and serydces, in relation to potential GNP. By the same 
token, it leaves a smaller share of full employment output for private 
purchase. This means that full empIo)ment is easier to maintain under 
the budget program yrith the smaller surplus, because less priy'ate demand 
is required. It also means that inflation is more difScult to avoid, because 
there are feyver goods and serydces to meet priy’ate demand should it proy’e 
strong. Alternatively, one budget program might hay'e a smaller full 
employment surplus than a second because it iny’oh’es either loyver tax 
rates or larger transfer payment programs. In tliat event, private after-tax 
Incomes are larger at full employment for the first budget program than 
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for die second. As a result, private demand ^vould be stronger under the 
first program. 

If the full employment surplus is too large, relative to the strength of 
private demand, economic aedvity falls short of potential. Correspond- 
ingly, the budget surplus actually realized falls short of the full employ- 
ment surplus; indeed, a deficit may occur. If die full emplo)ment surplus 
is too small, total demand exceeds the capacity of economy and causes 
inflation. 

But whether a given full employment surplus is too large or too small 
depends on odier government policies, as well as on economic circum- 
stances affeedng the general strength of private demand. If the full 
employment surplus is too large, more e.xpansionary monetary' and credit 
policies may strengthen private demand sufficiently to permit full em- 
ployment to be realized. Changes in tax structure, stimulating demand 
while leaving the yield of the tax system unchanged, might have the same 
effect. Similarly, restrictive dianges in other government policies can 
offset the expansionary' influence of a low full employment surplus. . . . 


(3) Naiiorjal Income Accounts Budget 

Most people are accustomed to tliink of tire national budget as die 
Federal administrative budget. The national budget appears in several 
other forms, hoivever. In its 1962 Report, the Council discussed die 
various forms the Federal budget may take. One of these forms, the na- 
tional income accounts budget, is discussed (pp. 77-78) and compared 
with die other approaches as follows; 

The effects of Federal receipts and expenditures on the income stream 
are most accurately represented when the budget is viewed in the frame- 
work of die national income accounts. Tliese accounts present a con- 
sistent record and classification of the major flows of output and income 
for die endre economy, including the transactions of the Federal Govern- 
ment. There are diree major differences between the Federal budget as 
it is conventionally presented (the so-called “administrative budget”) 
and the accounts of die Federal sector as they appear in the national 
income. The major differences between these two budgets, and betireen 
both of them and the consolidated cash budget, are schematically sum- 
marized in Table 7. There are other, less significant differences among 
the budgets, such as the treatment of intragovernmcntal transactions. 

First, the national income accounts budget, like the consolidated cash 
budget, includes the transactions of die trust funds, which amount cur- 
rendy to about $25 billion per year and have a significant impact on the 
economy. Highivay grants-in-aid, unemployment compensation payments, 
and social security benefits are examples of trust fund transactions. Be- 
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Table 7 . — Major differences among three concepts of the Federal budget 


Item 

j Budpet concept 

Administra- 

tive 

Consolidated 

cash 

Xational in- 
come accounts 

TiTninr of ^ - . 

Collections,*,, 

Included 

Excluded 

Collections 

Included 

Included * 


Treatment of net loans and other credit transactions,*^ 

of tm«:t fund _ . . _ _ _ 

Excluded 

Included 

1 


Source?: Council of Economic Advisors, 


cause the traditional budget — or administrative budget — ^is primarily an 
instrument of management and control of those Federal actirides Av'hich 
operate through regular congressional appropriadons, it excludes the 
trust funds, \chidi have tlieir o^m legal soimces of revenue. 

Second, transacdons benveen government and business are, so far as 
possible, recorded in die national income accounts budget ivhen liabilides 
are incurred rather dian ichen cash changes hands. This adjustment in 
riming affects both govei'nment purchases and taxes, shifdng iliem to the 
point in time at ivhich they are likely to have their principal impact on 
priiTite spending decisions. The clioice of an accrual, rather than a cash, 
basis for timing is pardcularly important for the highly voladle corpointe 
income tax. Since these taxes are noimally paid more than six months 
after the liabilities are inciuxed, payments of corporate income taxes, as 
recorded in the administrative budget, run substantially below accruals 
in a period of rising economic acririty. For fiscal year 1962, tins difference 
is estimated at about §5 billion. 

Finally, unlike the administrative budget, the national income ac- 
counts hiid^t omits government transactions in financial assets and al- 
ready existing assets. The laigest omission is the volimie of loans extended 
by the Federal Government This voliune is estimated at §4 billion net 
of repa}Tnents in fiscal year 1962. 'While these loans ha\e important effects 
on economic actirity, they are properly riewed as an aspect, not of fisc^ 
poliq\ but of monetary and credit policy", and are so discussed later in 
this diaptei'. Borrowers from the Federal Government, like borrowers 
from priwite financial institutions, acquire cash by incurring debts. The) 
add tltereby to their liquidity, but not directly to their incomes. . . • 

The idea of national income accounts budgeting ^ecei^^ed^reneu'ed 
attention by the Council of Economic Advisers in their 196/ Report 
(pp. 69^71)! President Johnson later made great use of this approacli 
along with the idea of tlie cash budget in his subsequent 1967 budget 



223 econ'omic police' 


The Fedep-\l Buixjet, Xatio.val Income Accounts Basis 

Throughout this .Annual P^eport, Federal receipts and e.xpcndiiurcs 
and budget surpluses or deficits are referred to in terms of the national 
income accounts (NLA) budget This is a set of accounts de\ised by the 
DepaTLment of Commerce, as part of the national income statistics, to 
register the v/ay that Federal fiscal transactions affect the income stream. 

The principles foliov/ed in the NLA budget are relatively simple. In 
the first place, this budget is comprehensive and records all Federal trans- 
actions that directly alter private spendable income including that of 
State and local governments. It incorporates the fiscal transactions of all 
Federal agencies, regardless of the legal arrangements applying to these 
agendes. Thus, the accounts indude operations of trust funds and other 
Govemment-o'ATied agendes as vrell as regular Government departments. 

Second, Federal transactions are counted at the time that they add to 
or subtract from private spendable income, v/hich often is different from 
the time •^vhen funds are actually vvithdrav/m from or deposited into 
Treasury- accounts. 

Third, all transattions invoh-ing loans or exchanges in assets are ex- 
duded- The Go-vemment engages in numerous lending and swapping 
transactions involving billions of dollars a year. These are extremely 
important to the operation of the economy, but they are not to be re- 
garded as fiscal transactions because they do not affect disposable incomes 
directly. 

In follotdng these prindples, the NLA budget differs in several impor- 
tant respects from the more fanuliar administrative budget. The ad- 
ministrative budget is the traditional vehicle for the management and 
control or most of the Federal programs tvhich operate through regular 
Congressional appropriations. But it does not, and v;as not designed to, 
reflect even apprordmately the econorm'c impact of fiscal policy. 

TAsm 5. — Relction of Izi-o measures of Federal budget surplus or deficit, 

calendar year 1966 



For the calendar year 1956, the NLA budget teas essentially balanced 
v.-ith a tiny surplus of $0.2 billion. But, in the administrative budget, 
expenditures outran receipts fay §7.3 billion. The main elements account- 
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ing for this ver)' large diftexence are shoira in Table 5. Particularly im- 
portant iv'ere Federal net loans and the net surplus of trust funds. 

Trust funds. The administrative budget generally excludes both the 
revenues and expenditures of Federal trust funds. These fimds include 
the curious Social Seairity. hospital insurance, and Medicare fimds, un- 
employment insurance, railroad and diil service retirement funds, the 
liighuny tiaist fund, TCterans life insurance, and many others. Most trans- 
actions of trust funds directly affect the pri^nte income stream. Both 
expenditures and receipts are very' large, approximatelv $40 billion, 
^loreover, tlie funds can be in substantial surplus or deficit in any* year. 
In calendar 1956, they shovred a net surplus of $3.2 billion. That surplus 
is properly* reflected in the NLA. budget, although ignored in the admin- 
istrative budget. A third measure of Government financial transacUons — 
the consolidated cash budget — corresponds in tliis respect i\ith the NLA. 
budget. 

TitrJng. In business accoimting, 'which proddes the frame'work for 
dedsion-maldng by* firms, purchases and sales of goods and services are 
typically recorded 'when liabiKties are inaunred rather than 'when cash 
changes hands. The NLA budget generally folloiv's the same procedure. 
On the revenue side, tdthhoiding of personal income taxes is coimted as 
a collection 'when the taxes are actually* taken from the paychecks of 
employ*ees rather than 'when employ*ers pay the Government: excise and 
sales taxes are coimted 'vsfren the sales of taxable goods are actually made: 
and corporate income taxes are counted 'when they accrue. Similarly, on 
the expenditure side. Go'V'emment piuxhases of goods from businesses 
are recorded at the time of delivery rather than at time of payment. In 
this respect, both tlie administrative budget and the consolidated cash 
budget differ from standard business accounting treatment by adopting 
a cash basis for die timing of transactions. 

In 1955, cash collections of taxes exceeded accruals by about $1.4 bil- 
lion, Avhile cash disbursements for goods and sendees exceeded deliveries 
by $L0 billion. 

Sef-^Jorare. The NLA. biidcet and the administrative budget also differ 
in their treatment of Treasury profits on coinage operations (seigniorage), 
lyhich amounted to $0.9 billion last year. AVhen the face 'value of new 
coins minted exceeds the cost of metal used to produce them, the pront is 
counted as a receipt in the administratfre budget. But it is not a Gov- 
ernment receipt in the NIA budget, because the increase in Treasury* cash 
balances \Yhich results is a purely* internal Government bookKeeping 
entry' 'which does not reduce or drain off pri\*ate purchasing poiver. 

Lending. A further amd \ital difference bet'ween the NIA budget, on 
the one hand, and the consoiida.ted cash and administrative budgets, on 
the other, imxilves the treatment of lending, loan repayment, and sales 
of financial assets. Such financial transactions are excluded irom the 
XI A budget because thev do not change the net 'worth or incomes Ol 
prhaie parties, but only their liquidity. The reasoning foliois's the same 
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line applied above to tax accruals and profits on coinage. Just as busi- 
nesses do not regard themselves as becoming poorer at the time they 
aaually pay taxes they already owe, neither do they consider repaying 
a Government loan as a current expense. Nor conversely, do their incomes 
rise when they obtain loans from the Federal Government. Yet, in the 
administrative budget a new Federal loan increases the deficit as much 
as an outlay that directly raises private income, and sale or repayment 
of the loan diminishes it just as much as a tax payment. 

To be sure, many Federal loan transactions have important effects on 
private spending. But they work in a less direct way than the income- 
generating transactions. They channel funds at low costs to various ac- 
tivities deemed to be of particular social or economic importance, such 
as exports, college, housing, and farm production. Given the level of tax 
revenues, when the Government lends more, it must also borrow more. 
The net impact of a Federal loan financed by Government borrowing 
is that Government liabilities — ^Treasury and agency issues — are sub- 
stituted for private debts. 

Such substitution is likely to improve the terms and lower the interest 
rates available to some borrowers. But other borrowers may be displaced, 
depending on credit conditions and monetary policy. Federal lending is 
best regarded as an aspect of monetary, credit, and debt management 
policy — not of fiscal policy. When it lends borrowed funds, the Govern- 
ment is acting as a financial institution, much like private financial insti- 
tutions. Borroivers from private financial institutions also increase their 
liquidity. They acquire cash by incurring debts. They are, indeed, better 
off for the opportunities to borrow, and they may spend more as a result; 
but they do not regard the borrowing as an addition to their incomes. 

In the past year, the Federal Government was a net lender, partly 
because of the scarcity of funds in private financial markets. The differ- 
ence betv/een the tvv'O budgets on this account amounted to $6.6 billion. 

(4) Automation 

The challenge of automation Tvas analyzed by the Council in an 
appendix to the 1964 Report. Highlights from this presentation are 
given below (pp. 184-187). 

The Challenge of Automation 

In a way it is surprising how reluctant we are to embrace the higher 
productivity levels and living standards which “automation” makes pos- 
sible. Some of the more popular Literature on the subject treats it as a new 
and frightening development. But in fact, it is only the most recent aspect 
of a continuing process of technological advance that dates back to the 
beginning of the Industrial Revolution. Taking full adi^antage of this 
process, the United States has built the most productive and most remun- 
erative economy in the w’orld. Through time, brute strength has been 
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progressively replaced by simple macliines, mechanical po^v’er, complex 
madiines, assembly lines, and today increasingly by sopliisticated auto- 
matic feedback systems. At eadi stage of die process individuals were 
temporarily displaced from existing jobs, neis^ skills were found to be 
needed and irere acquired, and total output and employment expanded 
as demand increased in line iritli die new higher production capabilities. 

Ultimately the total effect has always in the past been a higher standard 
of liring for almost everyone— highei' pay for ivorkers, cheaper and better 
products for consumei's, and larger profits for businessmen and stock- 
holdei's. On die basis of our historical experience, automation should be 
recognized for idiat it is — an open door to a more productii e economy, 
to highei' levels of private consumption, to more effective public services, 
and to larger resources for die support of our international objecdves. 

Despite diis historical record, it is occasionally ai'gned that the newest 
tediniques ai'e becoming so mucli more productive than diose they re- 
place diat we cannot possibly adjust to diem as smootldy as in die past. 
As indicated earlier, the evidence amiable to date does not enable us 
to drair firm conclusions about die prospecdve rate of increase in pro- 
ducdrity. Yet, it is clearly possible diat as the ne^vest produedon tech- 
niques are increasingly embodied in new capital, the future growth of 
produedrity rrill speed up. 

Should diis possibility be a source of concern? Rather than rieiring it 
ividi concern or alarm, ire irould argue that we should irork as hard as 
we can for faster produedrity gi'oivth — ^indeed, it holds the key to success 
of our nadonal policies for faster economic gi‘Oirth and for the cost- 
cutdng diat is essential to our international competitive position. It is a 
prime objective of this year’s tax bill as ivell as last years special tax 
stimnlants to investment. 

Doubts about our ability to adjust to automation seem to be based on 
tiro questions: Can iv'e really use the enlarged output of goods and ser- 
rices made possible by a rising rate of productivity advance? 'W ill die 
new speed and character of technological cliange create impossible 
problems of adjustment for the labor force? 

Those who raise die first question sometimes argue that ire cannot 
possibly consume all diat the new tediniques can produce — that the per- 
sistent high lei’el of iinemploiiiient over the past feir years is eiidence of 
'’satiation” — that die fantastic produedrity of the American economy has 
outdistanced the needs of the American people. hat do the facts shoir? 

First and most obvious, it is impossible to square this notion ivdth the 
persistence of poverty in die American economy. '^\e are indeed an 
affluent socieiv, by eveiy compamtive standard. Nonetheless, eicn in diis 
age of affluence, one-fifth of American families still have annual incomes 
beloir ?5,000— diat is. they live in poverty. To diem, the suggestion 
diat we are economically satiated must seem ridiculous, if not cruel. 
Until our society has met die di alien ge of poverty in the midst of plent), 
it is in no danger of being satiated iridi goods and services. 
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But — quite apart from the persistence of poverty — there is nothing in 
the economic behavior of even the more affluent American consumers 
to support the satiation hypothesis. At all income levels — except perhaps 
in the top 2 or 3 percent of the income-wealth distribution — the ratio of 
consumption to disposable income is one of our most stable economic 
relationships. Year-in, year-out — ever since 1950 — ^American consumers 
have continued to spend from 92 to 94 percent of their aggregate dis- 
posable income — their income after taxes — on consumer goods and 
services. During this period total income and average family income 
have both risen markedly; but there is no evidence of any growing dis- 
inclination to spend a stable and high percentage of each additional dol- 
lar of income on consumption. Even those in the upper "middle” income 
groups, who are already able to meet without strain the basic require- 
ments for food, clothing, housing, and transportation find that they 
have ample, and often urgent uses, for additional incomes. This may take 
the form of an improved quality or manner in which basic requirements 
are satisfied — a larger house, a newer car — or it may take the form of 
meeting new and different demands: longer and more rewarding vaca- 
tions, better education for one’s children, better medical care, more books 
and more concerts, and more expensive hobbies. 

This does not, of course, rule out the possibility that — as in the past — 
some, many, or even all of us will prefer to forego still higher income in 
favor of greater leisure in the form of shorter hours, longer vacations, 
or earlier retirements. (There are indications, incidentally, that many 
people find it easier to become satiated with leisure than with income!) 

In addition to unsatisfied private consumption needs, there are press- 
ing needs for goods and services which are ordinarily and in some cases 
inevitably provided by the public sector. Admittedly there is disagree- 
ment as to just which of these "public goods” most need to be increased. 
There are also differences of opinion as to which levels of government 
should undertake expanded activities. Nevertheless, almost all major 
segments of the American community support increases in the level of 
one or another of such “public” goods and services, whether they be, for 
example, urban renewal, or improved health services, or better schools, 
or better roads and airports, or purer water and air, or more adequate 
facilities in national parks. Certainly none of this bespeaks a satiated 
society. 

In a somewhat different vein, it should also be noted that technolog- 
ically advancing societies also generate high levels of investment demand, 
demand for producer goods like machines, equipment, buildings. In 
large part, of course, this reflects the favorable impact of new techno- 
logical developments on the profitability of investment. During most of 
our history, American business has responded to such opportunities by 
enlarging its investment outlays. Postwar Western Europe and Japan 
provide examples of economies with impressive rates of productivity in- 
crease along with buoyant demand, reflecting — ^more than anything else — 
extremely high quotas of investment. 
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aearly, we need not fear that the increasing productmiy assodated 
\dth even a speeded-np rate of technological progress will founder upon 
a contradiction bet\v-een otn- needs aird o'.ir ability to sadsfv them. As 
feop>Ie continue to receive the extra incomes -svhich oitr enlargins: pro- 
duction can generate, they tdll also continue to use those extia incomes 
to buy the enlarged output— for pri\ate and public consumption and for 
irn'estment. 

The second question raised about our ability to adjust to automadon 
concerns the labor force adjustments it necessitates. 

If the adtance of technological progress has speeded up. it is reasonable 
to suppc^e that, as a by-product, the rate at ^vhich particular skills are 
rendered obsolescent is also increasing. But a further and difi'erent point 
is sometimes made, namely, that automation ^in its narrotcer technical 
sense) is shifting not merely the rah' but the chr.rc.cier of skill require- 
ments generated by technological change, Pxeviouslv. it is suggested, tech- 
nological change simplified the work process and hence created many 
semi-skilled jobs, which cotdd be filled by \'.-orkers with little training. 
Automation, however, reintegrates the production process mtd thus 
eliminates many tmskilled and semi-skilled jobs. 

"Whether this interpretadon is correct is a highly complex empirical 
qtiesdon. Many of the jobs displaced by automation are lotc-skilled and 
some of the jobs added are extremely high-skilled. The design and in- 
stallation of automation equipment sturely requires highly trained per- 
sonnel. Yet the need for tliese people is clearly limited, and they do not 
stay with the equipment long after installadou. Once in operation, the 
equipment may actually diminish rather than raise skill requirements. 
Examples of highly automated instaliadons have been cited tvhere all of 
the inmntenance is done by high school graduates ivith a fairly short trade 
school course in electronic repair. High skills are required for the pro- 
gramming funcdon. but this also tends to be concentrated in the inidal 
stages and “canned" progntms are inn'easingly available in some applica- 
tions. A 5ood deal more sttidy and experience is needed before we can 
safely generalize about the impact of automation on skiU requirements 
for the labor force as a -svhole. 

Be}X)nd the question of hov.' automation (in the narrow sense) afiects 
average skill requirements lies the broader question of the impact on 
labor markets of any general acceleration that may occur in the rate of 
technologicaJ adtunce. Tliis broader qtiestiou involves at least two 
dimensions. 

A ‘S-erticaJ“ dimension relates to the impact of speeded technological 
change on the long-term rate of incre.ase in the average educational con- 
tent of jobs. As noted repeatedly, our past rapici inci'eass in edticational 
lexiels has both responded to and helped bring about our stead) tecii- 
nologicrd advance and rising produciirity. The exact nature of the 
complex interrelationships between the average educational accomp.ish- 
ment of the labor force, job educational reqttirements, and a further 
speeding up of the pace of teclrnological advance is a matter for some 
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speculation. But whatever the answer, more and better education vnll 
continue to ha\'e one of the highest priorities among the values of 
American society. 

The "horizontal” dimension of our question requires less speculation. 
We can be certain that a speeded pace of technological change will 
increase the rate of job displacement, and will require even greater atten- 
tion to measures for improving labor mobility, for training and retrain- 
ing of ivorkers, and for an efFective level of basic education to promote 
adaptability and flexibility. The possibility of an accelerated pace of 
technical change thus underscores an already powerful case for stronger 
labor market policies to meet existing problems of displacement. 

Our past economic growth has brought unparalleled levels of well- 
being for all in our society. Today we need and we actively seek even 
higher levels of productivity, to help us solve both domestic and inter- 
national problems. If, as a result of our policies to stimulate investment 
and improve efficiency, or as an unexpected bonus from autonomous 
developments in technology, the U.S. rate of productivity growth accel- 
erates, we may encounter problems, but we will reap large rewards. If 
we pursue appropriate policies, we can meet the challenge of automation. 


Poverty 

One of the newer topics, receiving detailed attention in the 1964 
Presidential Report, was that of the “War on Poverty.” Various policies 
for “rvaging” this war “were suggested (pp. 14—15) as the beginning of 
the “Great Society.” 

The Council’s Report devoted a full chapter to the problem of 
poverty, as highlighted below (pp. 55-57). 

The War on Poverty 

In the State of the Union Message, I announced that this Adminis- 
tration was declaring unconditional war on poverty in America. I shall 
present the details of the attack, including legislative proposals, in a 
later special message to the Congress. 

Americans today enjoy the highest standard of living in the history 
of mankind. But for nearly a fifth of our fellow citizens, this is a hollow 
achievement. They often live without hope, below minimum standards 
of decency. 

The per capita money income of these 35 million men, women, and 
children was only S590 in 1962— against §1,900 per capita for the Nation 
as a ts'hole. 

We cannot and need not wait for the gradual growth of the economy 
to lift this forgotten fifth of our Nation above the poverty line. 

We know what must he done, and this Nation of abundance can surely 
afford to do it. 
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The Role of Prosperiiy and Faster Groioth 

Today, as in tlie past, higher empIo)-ment and speedier economic 
groirth are tlie cornerstones of a concerted attack on poverty: 

— ^In the Great Depression mass unemplo}ment made poverty all 
too common an experience. 

— Since 1947, prosperity and progress have reduced tlie incidence of 
substandard incomes from one-third to one-fifth of tlie Nation. 

— ^But tiae erosion of poverty sloived measurably after 1957. 

— The tax cut will once again generate jobs and income at a pace 
that ^vdll proAdde an escape from poverty for many of our least 
fortunate families. 

But general prosperity and groivth leave imtouched many of the roots 
of human povei'ty. In die decade ahead, the forgotten fifth must be given 
neic opportimities for a better life. 

There are tiro major prongs to our specific attack on poverty in Amer- 
ica: 

First, to enable ever)' indiiidual to build his earning poiver to full 
capacity 

Second, to assure all citizens of decent Imng standards regardless of 
economic reverses or the vicissitudes of human life and health. . . . 

THE PROBLEM OF POITRTY IN AI^IERICIl 

In his message on die State of the Union, President Johnson declared 
all-out ivar on poverty in America. This cliapter is designed to proiade 
some understanding of die enemy and to outline the main features of a 
strateg)' of attack. 

Elimixating Povertv — ^A National Goal 

There ivill ahrap be some Americans ivho are better off than others. 
But it need not follow that “the poor are alu’ays wth us.*' In die United 
States today ice can see on the horizon a society of abundance, free of 
much of the miseiy* and degradation diat have been the age-old fate of 
man. Steadily rising producdiity, together inth an improiing network 
of prii-ate and social insurance and assistance, has been eroding mass 
poverty in America. But the process is far too slow. It is high time to 
redouble and to concentrate our efforts to eliminate poverty. 

Poverty is costlv not only to the poor but to the whole society. Its ugl) 
by-products include ignorance, disease, delinquency, crime, iiTesponsi- 
bility, immorality, indifference. None of diese social evils and hazards 
i\t 11, of course, icholly disappear idth the eliminauon of poverty. But 
their severity ivdll be markedly reduced. Poverty is no purely primte or 
local concern. It is a social and national problem. 

But the overriding objective is to improve the quality of life of indh 
iidual human beings. For poi'erty deprives the indiiidual not only of 
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material comlorts but o£ human dignity and fulfillment. Poverty is rarely 
a builder of character. 

The poor inhabit a ^vorld scarcely recognizable, and rarely recognized, 
by the majority of their fellovr Americans. It is a world apart, vrhose 
inhabitants are isolated from the mainstream of American life and alien- 
ated from its values. It is a %vorId where Americans are literally con- 
cerned ^.rith day-to-day survival — a roof over their heads, vrhere the next 
meal is coming froxiL It is a v/orld I’/here a minor illness is a major 
tragedy, vihtre pride and privacy must be sacrificed to get help, v/here 
honesty can become a luxury and ambition a myth. TVorst of all, the 
poverty of the fathers is visited upon the children. 

Equality of opportunity is the American dream, and universal educa- 
tion our noblest pledge to realize it. But, for the children of the poor, 
education is a handicap race; many are too ill prepared and ill motivated 
at home to leam at schooL And many communities lengthen the handicap 
by providing the vrorst schooling for those vrho need the best. 

.Although poverty remains a bitter reality for too many Americans, its 
incidence has been steadily shrinking. The fruits of general economic 
grovrth hai'e been iridely shared; individuals and families have responded 
to incentives and opportunities for improvement; government and pri- 
vate programs have raised the educational attainments, housing stan- 
dards, health, and productivity of the population; prix^ate and social 
insurance has increasingly protected families against loss of earnings due 
to death, disability, illness, old age, and unemployment. Future headvray 
against pcTiertv “vvill lilievdse require attacks on many fronts: the active 
promotion of a full-employment, rapid-grovrth economy; a continuing 
assault on discrimination; and a vride range of other measures to strike 
at specific roots of lov: income. As in the past, progress vrill require the 
combined efiorts of all levels of government and of private in^riduals 
and groups. 

Ail .Americans vrill benefit from this progress. Our Nation’s most 
precious resource is its people. We pay txrice for poverty: once in the 
production lost in vrasted human potential, again in the resources di- 
verted to coping vdth poverty's social by-products. Humanity compels 
our aaion, but it is sound economics as vrelL 

This chapter considers, first, the changing numbers and composition 
of America’s poor. Second, it presents a brief report on the factors that 
contribute to the continuation of poverty amidst plenty. Although the 
analysis is statistical, the major concern is vrith the human problems that 
the numbers reflect The concluding part concerns strategy' against 
poverty' in the I950's and bey'ond. Supplementary^ tables at the end of 
the chapter proride further data on the dimensions of poverty’ in Amer- 
ica. 

The sections belov/ ^rill chart the topography' of poverty'. A fevr signifi- 
cant features of this bleak lands.cape desetv'e emphasis in advance. Porerty 
occurs in many places and is endured by people in many sitautions; but 
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its occurrence is nonetheless highly concentrated among chose wth cer- 
tain cliamcteristics. The scai-s of discrimination, lack of education, and 
broken families sho’w up clearly from almost any ^le^v'point. Here are 
some landmarks: 

— One-fifth of oiir families amd nearly one-fifth of oixr total popula- 
tion are poor. 

— Of the poor. 22 percent are nomvhite; and nearly onc-half of aJl 
non-Avliites live in poverty. 

— ^The heads of o^'er 60 percent of all poor families have only grade 
school educations. 

— Even for those denied opportunity by discrimination, education 
significantly raises the chance to escape from poverty. Of all non- 
ivhiie families headed by a person tvdth S } ears or less of schooling. 
57 percent are poor. This percentage falls to SO for high school 
graduates and to IS percent for those tdth some college education. 

— ^But education does not remove the eflects of discrimination: ivhen 
nonivhites are compared 'with 'ivhites at the same level of educa- 
tion, the nomvhites are poor about tisice as often. 

— One-third of all poor families are headed by a person over 65, and 
almost one-half of families headed by such a person are poor. 

— Of the poor, 54 percent live in cities. 16 percent on farms, 50 per- 
cent as rural nonfaim residents. 

— 0\*er 40 percent of all farm families are poor. More than SO per- 
cent of nomviiite farmers live in poverty. 

— ^Less than half of the poor are in the South; yet a southerner s 
chance of being poor is rougMy ndee that of a person Ihing in the 
rest of the country. 

— One-quarter of poor families are headed by a 'woman: but nearly 
one-half of all families headed by a 'woman are poor. 

— -^Vhen a family and its head have several characteristics frequently 
associated '^vith poverty, the chances of being poor are prirticulorly 
high: a familv headed by a young ^voman 'who is nomvhite and has 
less than an eighth grade education is poor in 94 out of 100 cases. 
Even if she is tvhite* the chances are S5 out of 100 tha.t she and her 
children 'W'ill be poor. 

(6) AgricuUitrc 

Although the problems of agriculture '^vere considered in the prior 
Council Reports, in 1966 much more specific attention avus given to 
this sector (pp. 151—156) as follou's: 

PROGRESS AXD PROBLEMS IX AGRICULTURE 

Agricultiure is one of the most progressive segments of tlie American 
economy. ProduedriT grown faster tliere than in any other major 
economic sector. LhS. agricultural abimdance is tlie emy of the '^soild. 
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Yet incomes of most farm families continue to fall short of those earned 
in other occupations. And agricultural employment is steadily declining. 
This paradox is a perennial source of confusion and protest. 

For many years our commercial farms have had a total capacity to pro- 
duce far in excess of the ability of our markets to absorb at reasonable 
prices. The causes of this are not hard to understand. As incomes have 
expanded, an ever smaller fraction of them has been used to buy the 
products of our farms. Over the past 50 years, disposable real income 
per capita in the American economy has nearly doubled; per capita con- 
sumption of farm products has risen by only 17 percent. As ive become 
more affluent, ve eat better and dress better. But most of our additional 
income goes for other goods and sendees that require little or no input 
from farms. Because the “income elasticity” of demand for farm prod- 
ucts is lo-iv, the fraction of the labor force engaged in agriculture would 
be expected to decline as total incomes rise. 

This relative decline in the need for farmers’ sendees has been greatly 
intensified by another essential fact: the productivity of farm iv'orkers has 
been increasing much more rapidly than productmty in the economy 
generally. Because of the slotv' groivdi of demand and the rapid increase 
in productmty, there has been a persistent tendency' for farm products 
to be overproduced, depressing farm prices. But the "price elasticity'” of 
demand is hkevrise low: lower market prices do not result in greatly in- 
creased consumption of most farm products in the U.S. market. 

Exactly 50 years ago, the American farm population reached its peak — 
32.5 million people — 32 percent of the total population. One American 
farm worker produced sufficient food and fiber to supply himself and 7 
other people. Today, farm people total less than 13 million and make 
up 6.4 percent of the population. Each farm tv'orker produces enough 
food and fiber to meet the needs of more than 33 persons. 

The steady and rapid decline in the demand for farm labor and the 
natural increase of the farm population have meant that agriculture is 
rapidly expelling a sizable fraction of its actual and potential nvorkers. 
Since 1940, 25 million people — on the average, 1 million a year — have 
left the fann. Although the vast migration from farm to nonfarm occu- 
pations and from rural to urban areas proves that mobility is high, the 
outivard movement has never been fast enough to improve significantly 
the economic position of farm labor relative to labor in the nonfarm 
economy. Despite programs designed to minimize the income gap, farm 
incomes historically have been depressed relative to incomes else- 
ivhere. 

Today, incomes of many farm families are lov;, particularly incomes of 
those v.’ho live on small inefficient farm-; and v,’ho have been unable to 
adapt to modem agricultural technology. Hosrever, a substantial number 
of farmers who have successfully adapted and who produce the bulk of 
our food and fiber are realizing incomes nearly equal to v.'hat their re- 
sources could earn off the farm. 



JVIISCEIXANEOUS ECONOMIC PROBLEMS AND POLICIES 239 

For many loir-income persons^ a move to nonfarm occupations is not 
possible. Some farm residents ai'e too old, do not have or cannot acquire 
die necessai'y skills, or simply lack die resources needed to finance a 
diange. Consequently, die least mobile pordon of the farm labor force 
remains stranded in eddies of rural imemploiment or underemploy- 
ment — on small faims, or in barely remuneradve rural nonfann occupa- 
tions. Poi'erty is one of rural life's most urgent yet neglected problems. 
And some of diose ivho do move to dues in hope for a better life often 
find diemselves ill equipped for die jobs that are available and sodally 
unable to adjust to the irays of urban life. 

Farm people ivho are able to migrate successfully usually earn more 
dian diey could in farming. Those ivho remain are helped as ivell, since 
die transfer of labor out of ngriailture reduces the excess resources ivhich 
hold doim average farm incomes. 

These feiv basic consideradons ovadmplify the complex factors at 
irork in U.S. agriculture and die difficult issues invoh'ed in framing agri- 
cultural policy. Some of tliese issues and complexides are disaissed in 
the sections ichich folloiv: the dianging importance of labor, land, and 
purchased inputs in farming; the potentially vast but uncertain ivorld 
market for our farm products; the ina'easingl)- separate problems of 
commei'dal agiiciilture and of rural poverty; and the irtrious public pol- 
icy approadies for dealing isdth these problems. 

CO]\LMERCI.^ AGRICULTURE IN THE 1960'S 

J^Iidivay through die I960’s commerdal agriculture is a higlily effident, 
competitive industry adjusting to market forces and a rapidly dianging 
tedinologj*. Labor and, to a lesser extent, land are being replaced by sudi 
otlier inputs as fertilizers, insectiddes, machiner}*, and equipment. Bigger 
and faster madiines enable the individual fanner to operate on a larger 
scale. Thus commerdal farms are becoming feiver in number and larger 
in size. 

Betireen 1950 and 1965, farm output increased by 35 percent ivhile 
tlie quantity of total inputs rose by only 3 percent. Output ivould have 
risen more if there had not been production control programs. The pro- 
duction gains ivere achieved idtli 1 1 pei'cent less cropland and 45 percent 
fewer man-hours than in 1950. But the use of fertilizer more than 
doubled, and somei^'hat more mechanical poirer ivas employed. Today, 
56 million acres of cropland are idthheld from production through Gov- 
ernment programs — about one-sixth of tlie crop acreage in the United 
States. 

Productidty per acre has groivn rapidly. Crop production per acre in 
1965 was IS percent greater tlian the 1959-61 average. I \ heat yields rose 
by 12 percent, cotton 19 percent, and corn 29 percent. Increases in fields 
will continue as farmers adopt the new tedmologi' constantly being 
de\*ised by universitv and Department of Agiiculture scientists, agricul- 
tural cliemical companies, and machineiy' manufacturers. 
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Structural Changes 

The economic development o£ U.S. agriculture is producing two dis- 
tinct sectors — one expanding and one contracting — ^within the farm 
economy. 

The contracting sector, presently comprised of about 2 million farms 
with gross annual sales of less than 1 10,000, is characterized by a rapidly 
declining number of farms. It has been the source of much of the labor 
flow from agriculture. The decrease in the total number of farms between 
1960 and 1965 is estimated at 573,000 — ^with most of this decline resulting 
from a decrease in the number of full-time farms with annual sales of less 
than $5,000. Many of these small units disappeared through consolidation 
with other farms; some grew in size and entered agriculture’s expanding 
sector. This trend of declining numbers of small farms is expected to 
continue. 

The expanding sector, made up of farms with annual gross sales in 
excess of $10,000, is growing rapidly. Many of the f aimers in this sector 
are realizing returns nearly comparable with what their resources could 
earn in nonfarm occupations. During 1960-65, the number of farms in 
this sector increased by one-fifth, to slightly more than 1 million, or 31 
percent of all farms; the share of farm marketings provided by these 
farms rose from 73 percent of the total to an estimated 83 percent. Yet 
the farms in the expanding sector typically remain family enterprises: 
the percentage of family farms (farms with families as risk-taking man- 
agers and using less than 1.5 man-years of hired labor) has not changed 
since 1960. 

Adjustments in agriculture’s expanding sector have required greatly 
increased amounts of financial capital. Total farm indebtedness has in- 
creased more than 50 percent since 1960, largely in the form of higher 
farm real estate debt. Rapid farm consolidation has required additional 
real estate credit as well as shorter term credit for equipment and working 
capital. Active bidding for available farm land has helped to raise agri- 
cultural land values by 6 percent during the past year. The average value 
of real estate per farm now exceeds $50,000. Increased land values per- 
mitted farm proprietors’ equities to grow to record levels in 1965. Al- 
though the increasing ratio of farm debt to total farm assets and incomes 
is evoking some concern, foreclosure rates remain very low. 

Farm Income 

Gross farm income, including marketing receipts. Government pay- 
ments, and nonmoney income from farms, has risen steadily since 1960. 
Gross income in 1965 totaled $44.4 billion, an increase of more than 5 
percent from 1964 and 17 percent from 1960. Total marketing receipts 
in 1965 rose sharply above those in 1964, largely as a result of higher 
prices for meat animals. Receipts from crops increased moderately, re- 
flecting higher prices and larger marketings of vegetables and oil crops. 
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Direct Go\-ernmeixt pajments to fanners are estimated to have been §250 
million more tlian tlie §2.2 billion paid in 1964. 

Realized net fann income (excluding net inventor)- change) in 1965 is 
estimated at §14.1 billion, nearly 9 percent above 1964 and the highest 
since 1952. On a per farm basis, opei-ators’ realized net income in "l965 
readied a record §4,175, a 12 percent increase over 1964 and 41 percent 
higher than in 1960. 

The 1966 prospect for commerdal agriculture appears favorable, o-i\ing 
in large part to continued prosperity in the nonfarm sector. Rising levels 
of income at home and abroad t\-iU strengthen the demand for many 
farm pi'oducts. The Food and Agriculture Act of 1965 tvill prodde some 
income gains to fanners. Net farm income is expected to rise moderately. 
iMudi of tliis gain will accrue to the I milhon farms in agriculture’s 
expanding sector. 


PO'i'TRTY IN AGRICULTURE 

Even in a prosperous economy, many rural people are unable to earn 
a satisfactor)’ liting in agriculture. Estimates based on the 1960 Popu- 
lation Census indicate that 4.9 milhon farm people in 1959 tvere hs-ing 
in poverty, as defined by the Sodal Security Administration’s povert)- 
income standard. !Many of these tvere families Imng on low-production 
farms, sei-iously undercapitalized in equipment and livestock. Today, 
nearly all families operating ftdl-time farms -^dth gross sales of less than 
§2,500 a year fall into this classification; many of those tdth annual sales 
of between §2,500 and §5,000 are also poor. Families on most of these 
farms derive relatively little benefit from Government price and income 
support programs. 

Underemployment is the common malady of the farm poor. Their hope 
for a more adequate income lies in their ability to obtain trork off the 
farm. For some, this requires migration to localities yvhere nonfarm jobs 
are available. For many, it means occupational migration — remaining on 
the land but earning a livelihood from some ocaipation other tlian farm- 
ing. But otliers, for health, age, or financial reasons, may find neither 
type of migration possible. These persons constitute the “hard core” of 
rural poverty. Their problems are the most intractable of all. 

Both occupational and geographic migration have been occurring at 
a rapid pace in recent years. Net migration from farms dming the early 
1960 s is estimated at 816,000 people annually. Preliminar)- data from the 
1964 Census of Agricultme indicate that much of this movement occurred 
in tlie !Misssissippi Delta and other areas of the South. 

Included in this migration have been large niunbers of Negro farm 
families — a group -with a particularly high incidence of poverty. Betvseen 
I960 and 1964. the numbers of noms-hites on farms decreased by 35 per- 
cent whereas the white farm population fell by 14 percent. Non-whites 
account for one-third of the total decline in the farm population since 
I960. 
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Although the number of farm people in poverty has declined sub- 
stantially in recent years, this has resulted more from outmigration than 
from an improvement in the eaiTiings of loAv-income farmers. Some of 
those ^vho give up farming eai'n more adequate income in their new 
jobs and thus escape poverty. Those less fortunate in tlieir search for 
Other employment may drop out of farm poverty only to find themselves 
among the nonfaim poor. 

Prosperous conditions in tire nonfaim economy have aided many of the 
farm poor by facilitating their transfer to higher paying jobs outside of 
agriculture. Government programs emphasizing education and regional 
economic growth vdll also assist rural low-income people. The Manpower 
Development and Training programs are pro\dding some persons mth 
the skills necessary to compete effectively for nonfarm jobs. During the 
summer of 1965, 156,000 iniral children participated in Project Head 
Start. The Economic Opportunity Act of 1964 pro'^ddes health facilities, 
day camps, and special education programs for children of migrant work- 
ers, Education in rural areas will be improved through the Elementary 
and Secondary Education Act of 1965 which allocates Federal funds to 
school districts '^sitli hea^y concentrations of childi“en from lo^v-income 
families. The Public 'Works and Economic Development Act of 1965 
authorizes funds for regional economic development programs in low- 
income areas. The Department of Agriculture’s new established Rural 
Community" Development SerAdce %\dll facilitate the extension to rural 
areas of sendees pro^dded by Government programs. 

But the remaining tasks are great. In 1964, the incidence of poverty 
among farm households ^\"as 30 percent, compared i\dth 19 percent for 
nonfarm families. Money income that year for poor farm households 
averaged §954; income for other farm households averaged §5,671. 

Farm poverty" exists in many rural areas of the United States but is 
particularly prevalent in the Soutli and in Appalachia. Scattered but 
significant farm poverty persists in the Ozark region and some areas of 
the Southtrest and Nordr^s^esL IMigrant and other hired farm workers 
continue to be among the most disadvantaged people in America. Na- 
tional prosperity scai'cely touches the lives of these indiriduals. . . . 
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* * ★ 

Recommendations to Strengthen 
the Economy 


Although all of the Economic Reports make numerous recom- 
mendations for Congressional action, some of the reports devoted, a 
special section to proposed legislative recommendations. 

Below we have summarized the major recommendations for action 
in recent reports. The tj'pe of economic behardor that follotced is re- 
\iewed as "svell. One of the effects of the reports in this connection has 
been dieir influence on Congress also to take administrative action, 
short of legislation. 

It is fitting to close tliis book rvith a look at some of these recom- 
mendations and note hotc thev have affected lesislative and adminis- 
trative action as ts-ell as the direction of national economic policy. 

The I960 Report presented a sometchat compreliensive program for 
legislation. This included retention of certain taxes (motitated by 
ideas of the importance of budgetary balance): measures to strengthen 
tlie antitrust laws, to help small business, and to support agriculture, 
natural resources, and researcli and development; rcelfare measures, 
including aid to education and social security; and assistance to area 
redevelopment and housing. 

In its Appendix B, tire 1960 Report contained several important 
studies. These included an analpis of the gxorvth of population, em- 
plo\TQent and earnings, agriculture, and foreign trade and payments. 

"ITte 1961 Report also had three special appendices, containin si^ 
nificant studies dealing tsutir employment and earnings, agncu ture, 

and foreign trade and pa^•ments. ■ inm 

^ The 1963 Report listed* tire follorving measures rmdertaken in 9 - 

62 to strengthen the economy; 

The Trade Expansion Act of I?62 

Kew Guidelines for Depreciation^ 
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The 1967 Report stressed the important role of the Federal gorem- 
mejat in pro^■iding assistance to the disadtrintaged and nmnerons is'eT 
fare measures Avere suggested. An important part of this Report also 
considered ^vhat might happen to the economy tvhen the expenditures 
due to the '^'ietnam aSair ceased. A complete note of optimism for 
the progress of tlie economy tms expressed in tliis connection inasmuch 
as funds released from national defense eSorts might then be devoted 
to various tvelfare programs. 



1 . THE EMPLOYMENT ACT OF 1946 


We cite below the text of the Emplo^Tnent Act of 1946, and call 
attention to the declaration of policy, the requirement for tlie Eco- 
nomic Report, the creation of the Council of Economic Advisers, and 
the establishment of the Joint Economic Committee. 

[PUBLIC LAW 304— 79TH CONGRESS] 

AN ACT To declare a national policy on employment, production, and 
purcliasing power, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, 

SHORT TITLE 

Section 1. This Act may be dted as the “Employment Act of 1946.’’ 

DECLARATION OF POLICY 

Sec. 2. Tlie Congress hereby declares that it is the continuing policy 
and responsibility of tlie Federal Government to use all practicable means 
consistent with its needs and obligations and other essential considera- 
tions of national policy, idth tlie assistance and cooperation of industry, 
agriculture, labor, and State and local governments, to coordinate and 
utilize all its plans, functions, and resources for the purpose of creating 
and maintaining, in a manner calculated to foster and promote free com- 
petitive enterprise and the general welfare, conditions under wliicli there 
will be afforded useful emplo)ment opportunities, including self-employ- 
ment, for those able, willing, and seeking to work, and to promote maxi- 
mum employment, production, and purcliasing power. . . . 

ECONOMIC REPORT OF THE PRESIDENT 

Sec. 3. (a) Tlie President shall transmit to tlie Congress not later 
than January 20 ^ of each year an economic report (liercinafter called 
the “Economic Report”) setting forth (1) the levels of employment, 
production, and purcliasing power obLaining in the United States and 
such levels needed to carry out tlie policy declared in section 2; (2) air- 

1 In the original Act, before aincnthncnts, this read: 'Vithin sixty days after the begin- 
ning of each regular session (commencing with the year 1917)/' Tliis was dianged to **at 
the beginning of eadi rt'giilar session" in the Legislative Reorganization Act of 19 1G, Public 
Law COl, 79lh Congress, hi session. 
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rent and foreseeable trends in the levels of eniplo}TQent, production, and 
pirrchasing power; (S) a re'vdetr of the economic program of the Federal 
Government and a re\’iew of economic conditions affecting employment 
in the United States or any considerable portion thereof during the pre« 
ceding year and of their effect upon employment, production, and pur- 
chasing power; and (4) a program for carrying out the policy* declared 
in section 2, together tvith such recommendations for legislation as he 
may* deem necessary* or desirable. 

(b) The President may transmit from time to time to the Congress 
reports supplementary to the Economic Report, each of which shall 
indude such supplementary* or revised recommendations as he may* deem 
necessary* or desirable to achieve the policy* dedared in section 2. 

(c) The Economic Report, and all supplementary reports transmitted 
under subsection (b) of this section, shall, irhen transmitted to Congress, 
be referred to the joint committee created by* section 5. . . . 

CX)UXC1E OF ECONOMIC AD\TSERS TO THE PRESn)E>rr 

Sec. 4. (a) There is hereby created in the Executive Office of the Presi- 
dent a Coimdl of Economic Addsers (hereinafter called the *'Coimdl”). 
The Coimdl shall be composed of three members who shall be appointed 
by the President, by* and '^dth the addee and consent of the Senate, and 
each of whom shall be a person '^v'ho, as a result of his training, experi- 
ence, and attainments is exceptionally qualified to analyse and interpret 
economic developments, to appraise programs and actidties of the 
Government in the light of the policy* dedared in section 2, and to 
formulate and recommend national economic policy to promote employ- 
ment, production, and purchasing power imder free compeddve enter- 
prise. The President shall designate one of the members of the Coimcil 
as Chairman. 

(b) The Coimdl is authorized to employ*, and fix the compensadon 
of. such spedalists and other experts as may* be necessary for the carrying 
out of its funedons under this Act, idthout regard to the axil service 
laiv's and the Classificadon Act of 1949, as amended, and is authorized, 
subject to tiie axil service ia*v\*s, to employ* such other officers and em- 
ployees as may be necessary* for carrying out its fimcdons under this Act, 
and fix their compensation in accordance ivith the Clnsdficadon Act of 
1949, as amended. 

(c) It shall be the duty* and fimcdon of the Coimdl — 

(1) to assist and addse the President in the preparadon of the 
Economic Report: 

(2) to gather dmely* and aiithoritadve informadon concerning 
economic developments and economic trends, both current and pro- 
spective. to anahre and interpret such informadon in the light of 
the policy dedared in secdon 2 for the purpose of determining 
whether such developments and trends are interfering, or are likely* 
to interfere, with the achievement of such polio*, and to compile 
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States are intensified by — ^if not always caused by — a rhythm in inventory 
investment, alternating between periods in which stocks are accumulating 
at an excessively high rate and periods in which they are being liquidated. 
But it is not beyond hope that stabilization measures, both automatic 
and discretionary, can be strengthened in force and improved in timing 
so as to compensate for inventory swings better than has been true in 
the past. If this is done the swings themselves will be dampened. 

The possible gains from improved economic stabilization are impres- 
sive. Losses of production, employment, and consumption will be cut. 
More saving and investment will be realized, contributing steadily to the 
long-run growth of production potential. Business, consumer, and labor 
decisions will allocate resources more efficiently when they respond less 
to cyclical prospects and more to long-run developments. There will be 
less need and less justification for restrictive practices which are now 
designed to provide sheltered positions in markets periodically hit by 
recession. 

It is true that an economy operating steadily at a high level of em- 
ployment, with only limited excess plant capacity, is more subject to the 
risks of price increases than an economy with heavy unemployment and 
large unused capacity. However, the dampening of economic fluctua- 
tions may itself help to counter this tendency. Cyclical fluctuations have 
been exerting a “ratchet effect" on prices; costs and prices have been rela- 
tively inflexible downward in recessions but have been responsive to 
increases in demand during recoveries. Cyclical swings in total spending 
also tend to be accompanied by sharp and transitory shifts in the compo- 
sition of spending. Because prices and costs respond more readily to 
upswings than to do^vnswings, these rapid changes in the composition of 
demand impart an upward bias to the whole price level. These sources 
of upward price bias will tend to be reduced as a more even pace of 
advance is acliieved. 

To capitalize on the potential gains of stabilization requires skillful 
use of all economic policy, particularly budgetary and monetary policy. 

The Federal Budget and Economic Stability 

Federal expenditures and taxes affect total employment and produc- 
tion by influencing the total volume of spending for goods and services. 
Direct Federal purchases of goods and services are themselves part of total 
demand for national output. In addition, the Federal Government makes 
“transfer payments” to individuals, for which no current services are 
rendered in return. Examples are social security and unemployment 
insurance benefits, and veterans compensation and pension benefits. Both 
purchases of goods and services and transfer payments add to private in- 
comes and thereby stimulate consumption and investment. Federal taxes, 
on the other hand, reduce disposable personal and business incomes, and 
restrain private spending. 

By increasing the flow of spending, additional Federal outlays — rvith 
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tax rates unchanged — have expansionary effects on tlie economy. Whether 
an expansion in spending — government or private — leads mainly to more 
output or mainly to higher prices depends on the degi'ee of slack in the 
economy. Under conditions of widespread unemployment and excess 
capacity, businessmen respond to higher demand by increasing produc- 
tion; under conditions of full employment, prices rise instead. In the 
slack economy of 1961, for example, additional demand from both private 
and public sources was readily converted into increased production. 

Built into the Federal fiscal system are several automatic defenses 
against recession and inflation. Given the tax rates, tax revenues move 
up and down with economic activity, since most taxes are levied on 
private incomes or sales. Indeed, tax revenues change proportionally 
more tlian GNP. Furthermore, certain Federal expenditures, such as 
unemployment compensation payments, are automatically affected by the 
state of the economy. Economic fluctuations, therefore, result in sub- 
stantial changes in Federal expenditures and revenues, even when basic 
expenditure programs and tax rates remain unchanged. With the present 
system of tax rates and unemployment compensation payments, a one- 
dollar reduction in GNP means a reduction in Federal tax receipts and 
an increase in transfer payments totaling about 30 cents. Therefore, pri- 
vate incomes after Federal taxes fall by only 70 cents for each reduction 
of one dollar in GNP. For tins reason, any initial decline in spending 
and output is transmitted witli diminished force to other sectors of the 
economy. 

These automatic or built-in stabilizers moderate die severity of cyclical 
swings in the economy. If the forces causing a downturn in economic 
activity are weak and transient, the automatic stabilizers cushion the 
severity of the decline and give the basic recuperative powers in the 
private economy a better opportunity to produce a prompt and full 
recovery. 

But if die forces causing the downturn are strong and persistent, the 
built-in stabilizers may not suffice to prevent a large and prolonged reces- 
sion. Furthermore, they ai'e blindly symmetrical in their effects. When 
economic activity quickens after a slump, the rise in Federal revenues 
begins immediately and slows the recovery in employment and incomes. 
For these reasons, the task of economic stabilization cannot be left en- 
tirely to built-in stabilizers. Discretionary budget policy, e.g., clianges in 
tax rates or expenditure progi'ams, is indispensable — sometimes to rein- 
force, sometimes to offset, die effects of the stabilizers. 

To be effecdve, discretionary budget policy should be flexible. In 
order to promote economic stability, the Government should be able to 
cliange quickly tax rates or expenditure programs, and equally able to 
reverse its actions as circumstances cliange. Failure to arrest quickly a 
downturn in income, production, and employment may shake the faith 
of firms and households in prompt recovery and diereby lead to a cumu- 
ladve decline. Delay in countering infladonary pressures may permit the 
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development of a self-propelling speculative boom, with disruptive con- 
sequences to the domestic economy and the balance of payments. If 
moderate fiscal action can be taken quickly and can be speedily reversed 
when circumstances warrant, the dangers of overstimulating or over- 
restricting the economy are much smaller than if fiscal responses are 
sluggish and difficult to reverse. 

Fiscal policy can be made a more flexible and more powerful tool of 
economic stabilization by means that do not change the basic structure 
and level of taxation or the long-run size and composition of Federal 
expenditure programs. Changes in the basic structure and level of taxa- 
tion should be made by the Congress with full deliberation in the light 
of the many relevant considerations, including the long-run revenue 
needs of the Government, equity among individuals and groups, and the 
effects of various taxes on economic efficiency and growth. Similarly, 
changes in the magnitude and content of government expenditures should 
represent the considered judgment of the people and the Congress on 
national priorities. For purposes of economic stabilization all that is 
needed of tax policy is temporary variation in the general level of tax 
rates within the existing structure, and all that is required of government 
outlays is timing of certain expenditures so that they bolster employment 
and purchasing power when the economy needs stimulus and taper off 
as it approaches full employment. In both cases, the form of action re- 
quired for purposes of stabilization and the procedure for taking timely 
action can be agreed upon in advance. 


Views of the Council of Economic Advisers, 1964 

In its 1964 Report, the Council of Economic Advisers examined the 
role of the Federal government’s policy in providing for the conditions 
conducive to full employment, describing the implications of the full 
employment budget (pp. 39-42). 

FEDERAL POLICY AND FULL EMPLOYMENT 

To comply with the mandate of the Employment Act of 1946 “to pro- 
mote maximum employment, production, and purchasing power,” the 
Federal Government must adjust its programs to complement private 
demand. Given the magnitude of its expenditure commitments, its reve- 
nue collections, its public debt management obligations, and its money 
and credit responsibilities, the Government inevitably exerts a powerful 
impact on demand. It is, therefore, a first principle of responsible Federal 
economic policy to try, insofar as possible, to adjust this impact in a way 
that promotes expansion and price stability. 

The instruments of fiscal policy — Federal taxes, transfer payments, 
subsidies, grants-in-aid, and purchases of goods and services — are the 
Government’s most powerful tools for promoting expansion. Federal 
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purcliases of goods and services are tliemselves a component of demand, 
and indirectly tliey affect the otlier components. Through tlieir impact 
on employment and income, they influence the level of consumption. 
By ina-easing sales and profits, they encourage investment expenditures. 
Similarly, taxes, transfers, and subsidies affect consumption and invest- 
ment tlirough tlieir obvious effects on disposable incomes, after-tax 
profits, and incentives. Federal grantsdn-aid finance many State and local 
expenditure programs. 

These fiscal policy tools, ^vhile poAverfuI, can at present be used by the 
Executive ^vith only limited flexibility. Major expenditure programs 
must be related to a variety of domestic and international objectives as 
iv^ell as to tlie requirements of economic efficiency. They are tlierefore 
sometimes difficult to reconcile ivitli income and empIo)TOent goals in 
the annual budgetai*)^ process. Moreover, under our constitutional system, 
legislation needed to implement fiscal policies is the prerogative of tlie 
Congress. The Congress has demonstrated its ability to enact tax and 
expenditure legislation quickly in time of emergency, and the Executive 
Brandi does have some flexibility in the timing of expenditures. This 
limited flexibility ivas used to good advantage in 1961. But ivithout legis- 
lation to establish in advance spedfic rules designed to fadlitate flexible 
fiscal policy — such as those requested by President Kennedy in 1962 — 
tax and expenditure polides cannot be adjusted idtli suffident speed to 
cope will the sivift dianges in private demand that bring recession or 
inflation. Greater flexibility iv’ould be desirable. Hoivever, the main func- 
tion of fiscal policy must continue to be tlie prodsion of a good sup- 
porting frameivork for expansion. 

THE FULL-EMPLOYMENT BUDGET 

The Federal budget on a national income and product accounts basis 
gives tlie most comprehensive picture available of the revenue and ex- 
penditure activities of the Government as these affect private demands 
and tlie level of economic activity. This budget indudes tlie receipts and 
expenditui'es of the Federal trust fund accounts, as iv^ell as those in tlie 
administrative budget, but excludes credit transactions. Unlike the ad- 
ministrative budget, it records corporate tax liabilities at the time they 
accrue ratlier tlian Avhen collections are made. . . . 

Federal policy decisions determine budgeted expenditures and a set of 
laivs governing tax rates and ti*ansfer pa)inents. The actual surplus or 
deficit position of the budget depends partly on the planned levels of 
expenditure and tlie rates incorporated in the tax structure, and partly 
on the general strength of private income and demand. Since botli re- 
ceipts and expenditures are affected by the level of private demand, the 
budget senses as an automatic stabilizer, moving into deficit in a recession 
and toward a surplus in recovery. . . • 

The economic impact of a given budget program is best measured by 
its surplus or deficit at full-emplo)’ment income levels. The surplus in the 



